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INDIA TAX CONVENTION 


TUESDAY, JUNE 28, 1960 


Unirep Srares SENATB, 
ComMITTrEE ON Forreren RELATIONS, 
Washington, D.C. 

The committee met, pursuant to notice, at 10:15 a.m., in room F-53, 
U.S. Capitol Building, Senator J. W. Fulbright (chairman) presiding. 

Present: Senators Fulbright, Green, Sparkman, Humphrey, 
Gore, Lausche, Hickenlooper, Aiken, and Williams. 

The CHarrMANn. The committee will come to order. 

The first item on the agenda today is Executive H, 86th Congress, 
9d session, an agreement between the United States of America and 
India for the avoidance of double taxation with respect to taxes on 
income, signed at Washington on November 10, 1959. 

The first. witness is the Honorable Douglas Dillon, Under Secretary 


of State, accompanied by Jay Glasmann, assistant to the Secretary of 
the Treasury. 


STATEMENT OF HON. DOUGLAS DILLON, UNDER SECRETARY OF 


STATE; ACCOMPANIED BY JAY GLASMANN, ASSISTANT TO THE 
SECRETARY OF THE TREASURY 


Mr. Ditton. Mr. Chairman, it is a pleasure to appear before you 
in support of the tax convention with India. In doing so, I wish to 
discuss the foreign policy considerations involved in this convention, 
particularly as they relate to the tax-sparing provision, article XII 
of the convention. 

The committee is fully aware of the importance the United States 
attaches to economic progress in the less developed countries of the 
free world and to the vital role which private capital can and does 
play in that progress. 

You are also aware of our policy to stimulate further the flow of 
private capital to encourage the maximum of private participation in 
the development of less developed areas. We all recognize the fact 


that Government funds, while still required in large measure, cannot 
dothe developmental job alone. 


U.S. PRIVATE INVESTMENT ABROAD 


U.S. direct private investment abroad has tended to increase in 
recent years ; however, the share of this investment in the less developed 
countries, particularly Asia and Africa, remains disappointingly low. 
The average annual flow of U.S. direct private investment in the 
general area including Africa, the Middle East, and Asia since 1953 
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2 INDIA TAX CONVENTION 
has amounted to about $158 million a year, a mere 13 percent of the 
global amount. 

At least 60 percent of this investment has been in the petroleum in. 
dustry. Even the sharp spurt in our total foreign investment in 1956 
and 1957 did not appreciably increase the flow to Asia and Africa. 

I shall not go into the reasons for the low level of our private invest. 
ments in the less developed countries. They are many and the commit. 
tee has heard them before. But I would like to ents, Shove that an im. 
portant factor deterring an increased flow of private capital to lesg 
developed countries is the existence in many of those countries of an 
unfavorable investment climate. We are constantly seeking to encour. | 
age and assist these countries to improve their investment climates in | 
order to promote investment and development. | 


INDIAN EFFORTS TO IMPROVE INVESTMENT CLIMATB 


The Government of India shares with us a recognition of the im. 
portance of the private sector generally and of the need for foreign 
private investment to supplement India’s own resources in its great 
developmental effort. In the past few years the Indian Government 
has taken concrete steps to improve the investment climate for do- 
mestic private enterprise and as a means of encouraging an inflow of 
foreign private capital. 

It has, for example, established a number of institutions to provide 
medium and long term credits to private firms. In addition to the 
successful government-owned Industrial Finance Corporation, a com- 
pletely privately owned investment institution has been in operation 
since 1955, aided by a large interest-free loan from the Indian Govern- 
ment. That Government has also used various tax concessions to 
encourage private industrial development. 

Since 1949 all new industrial undertakings have been exempted, for 
5 years from the start of manufacture, from the payment of corpora- 
tion ge tax on income up to 6 percent per annum of their invested 
capital. 

ince March 1954 all industrial enterprises have been granted a de- | 
velopment tax rebate equal to 25 percent of the cost of new plant and 
machinery in addition to existing liberal depreciation allowances. 

The wealth tax introduced in 1957 was abolished this year. There | 
have been other tax incentives as well, described more fully in the tech- 
nical memorandum which I understand the Treasury Department has | 
prepared for your committee’s use. 

Of particular significance to U.S. investors was an invitation issued 
in 1957 by the Indian Government to foreign investors to construct | 
fertilizer plants in India and the conclusion in 1957 and amendment in 
1959 of an investment guaranty agreement with the United States. 
Under this agreement investment guarantees of $7 million have been 
issued and applications are being processed for an additional $77 mil- | 
lion. In addition, the Indian Government has warmly welcomed the | 
four U.S. trade missions which visited India over the past 18 months. | 
The members of these missions were favorably impressed by the pros- | 
pects for expanded trade with and investment in India. | 

These developments are, of course, highly encouraging to the United | 
States and the free world. I am sure you will agree with me that | 





the 


rel 
or 


ph 
suc 
an 
We 


sta 
val 
TOC 


pal 
1n 





‘or 
ed 


le- 
nd 


are 
ch- 


1a$ 


INDIA TAX CONVENTION 3 


the success of the Indian experiment—an experiment toward economic 

rogress in a free and open society—is of vital concern to us, particu- 
farly when many countries of Asia and Africa are watching closely 
the relative efforts of India and Communist China. India is one 
of the few less developed countries in which conditions are partic- 
ularly favorable for economic growth. We are supporting a greater 
concentration of effort in economic assistance for these countries and 
are seeking to supplement this governmental effort by private means 
wherever possible. 

ADVANTAGES OF TAX TREATIES 


One of the ways in which we hope to support the endeavor of the 
Indian Government to attract more private capital is by concluding 
the tax convention which is now before your committee. In the past 
we have found tax conventions extremely valuable in our economic 
relations with the more developed countries because they minimize 
or eliminate the extra tax burden which would otherwise exist. 

Tax treaties also create a favorable trade and investment atmos- 
phere by bringing about a broad adjustment of two tax systems in 
such a way that movements of trade and investment are facilitated 
and conflicts of tax policy are greatly reduced or even eliminated. 
We now have tax treaties with 21 countries which place our economic 
relations with these countries under a clear and consistent tax regime. 

Our tax treaties are, with only two exceptions (Honduras and Paki- 
stan), with the more fully developed countries. Despite their obvious 
value to the United States and other developed countries, the recip- 
rocal advantages of the treaties have unfortunately been far less ap- 
parent to the less developed countries. Their general lack of interest 
in concluding conventions with us in the past has been due primarily 
to the fact that they are capital importers, not exporters, and their 
companies do not as a rule invest abroad. Accordingly, benefits ap- 
peared to be largely in our favor and revenue losses almost entirely 
on their side. 

TAX-SPARING PROVISION 


It is only recently that the less developed countries have begun 
to view with considerable interest the tax convention as a vehicle 
for attracting U.S. private investment. This is essentially because 
we have on a number of occasions announced our willingness to intro- 
duce a new element in our conventions which would give recognition 
by means of a credit to tax incentives adopted by less developed 
countries to attract new capital. 

I am referring here to the tax-sparing provision such as the one 
contained in the convention with India. We have included this pro- 
vision in two other conventions which have been negotiated but not 
yet signed. In addition, discussions have been held with six other 
countries on tax conventions which would include a credit for tax 
sparing. 

As you know, such a provision was also contained in the convention 
originally negotiated with Pakistan. However, the expiration of 
Pakistan’s incentive law before final ratification of the convention 
removed the basis for the tax-sparing provision and it was, therefore, 
excluded from the treaty by recommendation of your committee. In 
taking this action, you will recall that your committee made it clear 
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that it did so without prejudice to its future consideration of the 
tax-sparing principle. 

The tax-sparing provision in the Indian treaty is inherently rea. 
sonable, is in line with our treaty policy, and will accomplish our 


| 


policy objectives. A few words about each one of these points will | 


clarify our position. 
Tax sparing is inherently reasonable. We should make it possible 


for underdeveloped countries to use tax incentives as a policy device | 


for the encouragement of private investment in a given field. If 4 


less developed country wishes to attract domestic and foreign capital | 


into new industries, tax incentives are clearly among the techniques 
which that country may utilize. Such a country would be expected 


to welcome action by the United States which would recognize the | 


special benefit which it is granting to an industry. 

Tax sparing is, further, an extension consistent with our treaty 
policy. Our basic principle of taxing all income of all U.S. nationals, 
residents, and corporations, no matter where such income originates 
requires modifies ation at many points. 

Its main corrective is the policy, confirmed in our treaties, of grant- 
ing credit for foreign taxes—a policy by which we give foreign tax 
authorities a first claim on income arising under their jurisdiction, 
By the tax-sparing principle we concede to them the further power, 
not only to tax, but to forego taxes. The credit for tax exemption 
leaves the foreign tax authorities free to exempt new investments from 
taxation secure in the knowledge that these exemptions will not be 
nullified by the operation of the U.S. tax-credit mechanism. 

The tax-sparing principle will improve our relations with many 
less developed countries because they consider tax sparing a significant 
step toward a reconciliation of their and our tax philosophies. 

The tax-sparing device, almost alone among measures for the encour- 
agement of private investment, permits us to ) extend tax benefits selec- 
tively to areas and under conditions which will directly further our 
economic policy. It is in the less developed areas that. this device 
pose to be most useful, and it is our intention to continue to negotiate 

tax-sparing provisions only after careful examination of the local 
tax concessions and the way they are administered. 

Tax sparing is geared directly to the economic policy objectives of 


less developed countries, It operates only if and when new industries | 


are actually established. Thus, the prospect of increased economic 
activity, and the prospect of a broader tax base, is tied directly to the 
temporary revenue concession offered. By enabling less developed 
countries to use this tool as far as American investors are concerned, 
we can hope to open up a broader field for the private sector in general. 

In conclusion, I wish to state that the tax treaty with India should 

make an important contribution to sound economic relationships be- 
tween our two countries and, accordingly, on behalf of the Depart- 
ment of State, I urge its ratification. 

Mr. Jay Glasmann, the Assistant. to the Secretary of the Treasury, 
is also here with me to speak on behalf of the Treasury Department, 
and he will be prepared to answer any technical questions in regard to 
the technical aspects of this treaty. 

The Cuarrman. Do you wish to make a statement first or to an- 
swer questions ? 
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INDIA TAX CONVENTION Jo 


Mr. Guasmann. Mr. Chairman, I have a prepared statement that I 
would be glad to read or submit for the record, whichever you prefer. 

The Cuarrman. We will put the whole statement in the record 
and you can summarize it and tell us what is in it that is not in the 
Secretary’s statement. 


IMPORTANCE OF THE CONVENTION 


Mr. GuasMANN. Fine. First, I would like to say that the Treasury 
Department is glad to join with the State Department in support of 
the income tax convention between the United States and India which 
isnow before you for consent to ratification. 

If approved by your committee and the Senate, this treaty will mark 
a significant advance in our tax treaty program and will provide an 
important impetus to reaching agreements with many of the less de- 
veloped countries throughout the world. 

In general, the pending convention with India is similar to the 
conventions which the Senate has previously approved. 


TAX-SPARING PROVISION 


As Under Secretary Dillon has pointed out, there is one major ex- 
ception to this, and that has to do with the allowance of a credit for 
income taxes which India gives up in an effort to promote capital in- 
vestment and economic development. 

Before discussing this particular innovation, I would like to review 
very briefly 

Senator Green. Are you emphasizing the fact that India is a unique 
case ? 

Mr. Guasmann. This is the first treaty that has this credit for tax- 
sparing provision in it. The Pakistan treaty which was before your 
committee in 1957 had such a provision, but the Pakistan law was 
changed before the treaty was ratified so the question became moot. 
The tax-sparing provision has never been passed upon by the com- 
mittee or the Senate. 





MOST-FAVORED-NATION CLAUSE 


Senator Hicken.oorer. Is there a most-favored-nation clause that 
extends this provision to all other countries that have these double 
taxation treaties? 

Mr. GuasMANN. No. 

Senator HickENLooper. So the placing of this provision in the In- 
dian treaty will not automatically extend it to Pakistan ? 

Mr. GuasMANN. We would think not. 

Senator HickENLoorer. You would think not. I want to know. 

Mr. GuasMANN. What we are doing is recognizing the individual 
laws of a particular country and that would not be extended 

Senator Hickentoorer. Are you saying that it does or it does not? 

Mr. GuAsMANN. Our view is that it does not. 

Mr. Dizon. It does not 
_Mr. Guasmann. The primary objective of our income tax conven- 
tions has been to eliminate double taxation and remove to the maxi- 
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6 INDIA TAX CONVENTION 
mum extent feasible existing tax barriers to international trade, inter. 
national investment, and international movement of personnel. 


PERMANENT ESTABLISHMENT PROVISION 


In connection with the Indian treaty, the provision dealing with 
so-called permanent establishments is of particular importance. 

Such provisions are in all of our 21 tax treaties. They make it 
possible for an enterprise of one country to undertake the sale of goods 
in another country without incurring tax liability in that other coun- 
try unless the enterprise has a permanent place of business there; 
that is, a permanent establishment. 

Thus, an American firm may send its salesmen for brief periods to 
a foreign country, or it may utilize local, independent sales firms to 
try to establish a market for its goods without having to be concerned 
about incurring a tax in that country. 

Ultimately, if the business warrants it and the company finds it 
profitable to establish a branch or permanent establishment in the 
foreign country, it would then become subject to tax. 

The permanent establishment provisions of our treaties go further 
in the direction of stimulating international trade by describing cir- 
cumstances under which a business enterprise can operate without 
incurring tax liability. 

Senator Lauscue. Incurring tax liability to whom ? 

Mr. GuasmMann. To India, in the case of the American business 
enterprise; and to the United States, in the case of the Indian enter- 
prise. 

For example, if a U.S. enterprise establishes an office to engage in 
the purchase of goods in a country with which we have a treaty, that 
purchasing office is not considered a permanent establishment and the 
American business would incur no tax liability in that country. 

As I mentioned, this permanent establishment provision is of par- 
ticular importance in the pending convention with India. The tax 
laws of India are so all-embracing that the establishment and mainte- 
nance of a continuing business relationship between an American man- 
ufacturing company and an Indian enterprise may give rise to a tax 
in India on the manufacturing profits of the American firm even 
though it conducts no business activity in India. 

This has been a very disturbing feature in the trade relations be- 
tween India and the United States, but it would be eliminated to a 
large extent if the treaty now pending before your committee were 
approved. 

Bator Wiurams. May I ask a question there? 

This tax-saving feature is not involved in that connection, though, 
is it ? 

Mr. GuasmMann. No. I want to point out that there are many fea- 
tures of this treaty that have nothing to do with the tax-sparing but 
which are very helpful and very important from the standpoint of 
improving business relationships between India and the United 
States. 

Senator Witt1aMs. But you were speaking of those other points. 

Mr. GuasMANN. I was trying to give a little background, Senator 
Williams, as to other provisions of the treaty that are of great 
importance. 





eX! 
abl 
cor 

« 


hat 


siti 


had OD) bs OT we 


ernr 
tion. 


trea! 





A: 
at 


» 


or 
at 


LL CC 


INDIA TAX CONVENTION 7 
CAPITAL CONTRIBUTIONS 


While the treaty with India does not contain the usual provisions 
in most of our treaties that deal with reducing tax rates on invest- 
ment income, the convention does contribute to an improved invest- 
ment climate in that the Indians have agreed that contributions of 
capital by American firms to the formation of new Indian enterprises 
will not give rise to any tax in India. 

For example, if you were contributing appreciated assets to a firm 
that is to operate in India, a question would arise as to whether you 
would realize capital gain under Indian law at that point of time. 
This convention would make it clear that you do not. 


TAX-SPARING PROVISION 


In the convention before your committee, the basic features of our 
existing tax treaties are supplemented by a credit for tax exemption 
or tax-sparing. This is a novel feature which has aroused consider- 
able interest. , 

As I mentioned, it was first considered by this committee in 1957 in 
connection with the income tax convention with Pakistan. 

Senator Green. You compare with what we have elsewhere. You 
have not made any comparisons with what other nations do in a 
situation similar to ours. 

Mr. GuasmMann. I will come to that, Senator. 

Senator Green. You will later? 

Mr. GLASMANN. Yes, sir. 

Senator Green. Thank you. 

Mr. Guasmann. Under existing law a reduction in foreign tax as 
an incentive to induce new investment may result in a reduced for- 
eign tax credit and in a commensurate increase in U.S. tax. 

The tax incentive measures of less developed countries may thus 
be made ineffective by the provisions of our law. 

By giving recognition to such tax incentive laws, the tax treaty 
program may, within appropriate limitations, remove this conse- 
quence of existing law and help promote a desirable tax climate in 
other ways. 

Our experience thus far indicates that this policy has stimulated 
great interest among the less developed countries in tax treaties to 
eliminate double taxation and other tax obstacles to international 
trade and investment. 


STANDARDS TO BE MET BY TAX INCENTIVE LAWS OF FOREIGN COUNTRIES 


Before discussing the particular Indian tax incentive laws, I should 
like to sketch very briefly the standards which we feel should be met 
by the tax incentive laws of a foreign country if we are to give rec- 
ognition to them in a treaty. 

First, there should be a willingness on the part of the other gov- 
ernment to eliminate unnecessary and inequitable tax barriers to the 
flow of private investment in accordance with sound rules of taxa- 
tion, such as are generally embodied in our income tax convention. 

The permanent establishment provision, for example, in the Indian 
treaty is one that is designed to accomplish this. 
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Senator Green. Have you any treaty standard that would make 
them approximate this at least ? 

Mr. GuasMANN. We have certain guidelines, those which I am now 
stating, which we feel should apply in any case before tax-sparing 
would be recognized by treaty. 

The second factor which we feel the tax incentive laws must con- 
tain is that recognition is to be given to investors from all countries 
so that maximum benefits will accrue to the economy of that country 
from the application of such legislation. 

In other words, the tax incentive laws cannot be restricted to Amer- 
ican firms. We believe they should be across-the-board tax incentive 
laws. 

Third, we feel the tax incentives should be embodied in a law al- 
ready in existence with a clear statement of the conditions and terms 
under which the incentives are granted and objective tests for grant- 
ing or withholding tax incentives. 


EFFECT OF TREATY ON U.S. LAWS 


Senator Wiiuiams. Does that mean they would not be subject to 
change after the treaty is ratified ? 

Mr. GuasMann. That is correct. They would be frozen, insofar as 
the allowance under the treaty, so that a later change would not 
increase the amount of the tax exemption that would be recognized. 

Senator HickEeNn Looper. Does that apply to our laws as well as 
theirs? 

Mr. GiasMANN. I am not sure I understand the question, Senator, 

Senator Hicken.Loorer. The Indian laws would be frozen ? 

Mr. GuasMANN. Just with respect to this tax-sparing situation, inso- 
far as increasing the amount of the spared taxes for which we would 
give credit. If they did away with their tax sparing, of course, we 
would not give tax credit. 

Senator HickeNLoorer. But does that apply to our laws? 

Mr. GuasmMann. No; our laws would not be frozen under this provi- 
sion. 

Senator Wini1AMs. They would be frozen due to the fact we have 
no tax-sparing features. 

Under your second point you said the tax incentives to which recog- 
nition is to be given should be available to investors from all countries. 
Are they under this treaty ? 

Mr. Guasmann. Under the Indian tax laws the incentives are avail- 
able to all investors who meet the qualifications. 

Senator Witu1aMs. Of all countries? 

Mr. Guasmann. If they invest in India, a British firm, a German 
firm, or an American firm would be qualified if they met the tests of 
the Indian law. 

The fourth factor is that the tax incentives should be for a limited 
duration of time and preferably limited in amount. 

Finally, the tax from which exemption is granted should be a 
genuine part of the country’s tax structure and not a tax created for 
the purpose of providing an exemption from it. 


| 
| 





is § 
” 


the 
lav 


pre 
me 


Un 


fro 





An 
of 


ed 


INDIA TAX CONVENTION 9 


CORPORATION TAXES IN INDIA 


Under Indian law, a corporation engaged in trade or business there 
is subject to a 45-percent tax, a 20-percent income tax, and a 25-percent 
supertax. 

Jividends distributed by a corporation are also subject to tax in 
the hands of the recipient. The result of these provisions of Indian 
- is that when an American company establishes an Indian subsidi- 

to engage in business, the aggregate Indian tax on distributed 
profits ranges from 56 to 70 percent, depending on the type of invest- 
ment. 

Thus, Indian taxes are always higher than the tax applicable in the 
United States and many other capital- exporting countries on income 
from Indian sources. 


DEVELOPMENT REBATE AND DEPRECIATION DEDUCTION 


To overcome what many regard as a tax obstacle to the flow of 
capital from abroad, the Indian Government has adopted various tax 
incentive measures. One of these is the development. rebate. 

This is, as Under Secretary Dillon has described, a deduction from 
income of 25 percent of the cost of new plant and machinery, and is 
in addition to any depreciation deduction that would otherwise be 
allowed. 

Senator Witi1aMs. Do you like that principle? 

Mr. GLasMANN. | don’t know that it is appropriate for me to com- 

ment on the wisdom of the Indian law. 

Senator Wiii1aMs. I will put it this way: Would you endorse that 
as a principle that we should embrace in our law? 

Mr. GLasMANN. Not at this time. We have always, as you know, 
had our depreciation deductions limited to the recovery of costs. 

One of the questions that will be before the Congress, the next 
Congress, is whether there should be some sort of replacement value 
depreciation. 

r. Ditton. If I may comment, Senator, India being an under- 
developed country, there is probably logic in their giving greater in- 
centives to new investment than maybe there is in this country. 

Senator WiiiaMs. I recognize the logic, but I wonder if we could 
apply some of that logic in America. 

Mr. Guasmann. I think it is also true that the United States prob- 
ably is as conservative as any country in the allowance for depre- 
ciation. Most of the countries with which we compete—Germany, 
Britain, Japan, other large industrial countries—have more favor- 
able depreciation laws than we do. 

Senator HickEnLoorrr. Perhaps one of the reasons why they are 
beating our shirts and heads off in international competition is that 
our industrial people cannot replace because of the great, restrictions. 

Mr. GuasMann. I think that is an important factor. 

Senator HicKENLooreR. This applies in obsolescence. 

Senator WiiurAMs. I asked the Treasury because I wondered if it 
recommended extending that to this country. 

Mr. GuasMANN. The revenue impact in our country would be quite 
significant, as you know. 
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Senator Arken. The Indians depend very largely on customs duties, 
don’t they, for financing of the Government ? 

Mr. GLAsMANN. I believe they do, Senator. 

Senator Arken. Even the commodities we sell for local currency 
or contribute pay customs duties when they go into the country. 


TAX CREDITS FOR NEW INDUSTRIAL VENTURES 


Mr. GuasMAnn. A second tax incentive measure of the Indian Gov- 
ernment provides that during the first 5 years of a new industrial 
venture, no income tax or supertax will be levied on the profits up to 
6 percent of the invested capital. 

Moreover, the dividends paid out of such tax-exempt profits would, 
in turn, be exempt from the Indian tax. 

Senator Wixuiams. Would they be exempt when they come back 
into this country ? 

Mr. GutasMANN. Under this treaty, to the extent that these amounts 
would qualify under the tax-sparing provision, you would have a tax 
credit for the spared taxes. Whether the dividend income would 
be exempt or not would depend upon the amount of the credit and 
the particular rate of our tax at the time the profits are brought back, 


QUESTION OF APPLICABILITY OF TAX CREDIT TO INDIVIDUALS 


Senator Wiiu1Ams. Would that tax credit be applicable to indi- 
viduals as well as corporations in America ? 

Mr. GutasMANN. I understand it would not be. 

Senator Witu1aMs. Suppose a group of individuals, as individuals, 
build a plant in India and own it. Under this treaty, how could you 
avoid giving a tax credit to this same group of individuals when the 
income came back ? 

Mr. Guasmann. Under the treaty the credit for waived taxes ap- 
plies only to corporations, so that while these individuals might have 
their taxes waived by the Indian Government, there would be no credit 
for such waived taxes in this country under the treaty. 

Senator Wiu1ams. The waiver would only be applicable, then, in 
cases of corporations here or in India? 

Mr. GuasMANN. It would be applicable to corporations that would 
pay tax in this country and they would have a credit against their U.S. 
tax on income derived from India for these waived taxes. 

Senator Lauscur. How do you logically justify the distinction be 
tween the two? 


| 
| 





| 
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Senator Witi1ams. How could you apply that? Suppose just one | 


individual built a million-dollar plant in India under this treaty, one 
American citizen, just an individual ? 

Mr. GuasmMann. Senator Lausche, I am not entirely sure that there 
is any real justification for the distinction. Most of the business is 
conducted through corporations, particularly the foreign business, 
and the treaty is intended to foster such investment. It may well be 
that at an appropriate time it could be extended to individuals. 

Senator Witu1aMs. I understand that if a single individual wished 
to build a plant in India, that it would not be applicable; that i 
order to benefit from it, he would have to form a corporation. 


i 


| 





th 


rn tJ oe 


is | 
toe 


bo1 


sta 
mu 


I 
one 
ven 
to ¢ 

7 
wol 
cha 


res] 
for 
hav 
trea 
indi 





s, 


di- 


uls, 


roll 
the 


| 
ap | 
ave | 


; 


dit | 





wuld 
lS. 





one 
one 


here 
3 Is 
Less, 
1 be 


shed 
t m 


INDIA TAX CONVENTION 11 


Mr. Guiasmann. You would be able to have the Indian tax incen- 
tive applied to the individual, but there would be no credit in this 
country for the taxes waived by India with respect to that individual. 


EARNINGS OF CORPORATIONS IN INDIA 


Senator Arken. Are not the corporations doing business in India 
making about as good earnings on their investment as in any part of 
the world ? 

I recall witnesses appearing before the Committee on Agriculture 
2 years ago testified that 50 percent earnings were made. 

Mr. Guasmann. I would suppose, Senator Aiken, that in order to 
induce a firm to invest in India, there would have to be an oppor- 
tunity for a good profit because of the risks that would be taken, so 
that the answer to your question would be, I would think, a qualified 


es. 

The problem is there are not very many investing in India and the 
purpose of this tax-sparing provision is to try to induce more invest- 
ment, more private investment by American firms in India. 

Senator ArkeN. What type of investment would that be? The 
case I have just referred to, where they would show 50 percent earn- 
ings, happened to be a textile plant, and they were here trying to 
borrow money to expand it. They did not get it, incidentally. 

Mr. Ditton. Senator, the figures show that net capital outflow from 
the United States to India over the last 5 years, 1953-58, has averaged 
only $3 milliona year. It has been negligible. 

enator AIKEN. Capital outflow ? 

Mr. Ditton. Yes, investment from the United States. 

Senator Arken. I think the company that we had testimony about 
is an Indian company trying to borrow American capital with which 
toexpand. 

When we found what their earnings were, well, the chances of 
borrowing the $10 million that they asked for was rather negligible. 

The Cuarman. It might help if Mr. Glasmann could complete his 
statement and then have everybody ask questions. Will it take very 
much longer to complete your statement ? 

Mr. GuasMaANnN. No. Only 4 or 5 minutes. 


DISCUSSION OF TAX INCENTIVES 


I was discussing the second tax incentive measure and that is the 
one that provides that during the first 5 years of a new industrial 
venture, no income tax or supertax would be levied on the profits up 
to 6 percent of invested capital. 

This incentive is granted to an enterprise employing 10 or more 
workers in a manufacturing venture carried on with the aid of me- 
chanical power. 

A third incentive is the tax exemption granted on interest to a non- 
resident in connection with a loan granted to an Indian enterprise 
for the purchase of equipment abroad where the terms of the loan 
have been approved by the Indian Government in the absence of a 
treaty provision which gives recognition in some manner to these tax 
inducements. 
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The taxes given up by the Indian Government in the case of Amer. 
ican investors would for the most part sooner or later be collected 


by the United States. 
TAX-SPARING PROVISION’S EFFECT ON EXISTING U.S. LAW 


Under our law a company operating abroad through a branch, or 
receiving dividends from a foreign subsidiary, is allowed a credit 
against its U.S. tax liability for the income taxes imposed abroad on 
its foreign income. 

If the foreign taxes are reduced, irrespective of the reason for it, 
the amount of the tax credit is also reduced, and with the reduction 
in the amount of the credit, tax liability to the United States is 
increased. 

In other words, U.S. law now operates in such a fashion as to nullify 
the tax incentive offered by India where the business is conducted as 
a branch of an American company or to the extent that profits earned | 
in India by a foreign subsidiary are distributed to an American parent | 
company. 

To offset this effect of existing law, the pending convention pro- 
vides that despite the tax exemption granted by India, the credit 
against U.S. tax for Indian taxes will remain unchanged. 

The amount of tax credit that would be allowed would be the same 
as if no tax incentives were granted in India. 


TREASURY DEPARTMENT SUPPORTS TAX-SPARING PROVISION 


In our view, the credit for taxes spared in treaties with the less 
developed countries is a reasonable ingredient in the tax system for 
coping with a problem which is of great importance and holds promis 
of promoting private investment abroad in these critical areas ata 
minimum cost for the results achieved. 

In assessing the desirability of this convention, we would urge you 


to keep in mind that the proposal to allow credit for taxes spared has | 


generated an interest in our tax treaty program among many of the 
less developed countries of the world. 
We have hitherto met with relatively little success in negotiating | 


tax agreements with these countries. However, in the credit for tax| 


sparing, these countries see an opportunity to recapture for the wel: | 
fare of their country through the promotion of investment consider. | 
ably more than they may lose in revenue. 


t 
should like to stress that what we are here proposing is not wnique | 
among the capital exporting countries. Since it was proposed by the| 


United States in 1954, the concept of allowing credit for tax exemp 
tion has attracted considerable attention among other capital export 
ing countries. The Federal Republic of Germany, for example, has 
already entered into a treaty with India which produces substantially 
the same result as this treaty. 

As the committee may recall from the hearings in connection with 
the convention with Pakistan, the proposal to allow, with appropriate 
safeguards, a credit for taxes spared by less developed countries has 
been subject: to some criticism. We have carefully considered the 
views that have been expressed in opposition to it. 
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However, I should like to reemphasize that the main issue is whether 
treaties with less developed countries which contain a tax-sparing pro- 
vision can make a contribution in this Government’s efforts to promote 
the flow of American private capital to these important areas. 

The administration firmly believes that it can, and for this reason 
we urge early ratification of the tax treaty with India. 

Mr. Chairman, I should like also at this time to submit for the record 
a technical memorandum prepared by the Treasury which was in- 
tended to accompany the treaty when it was transmitted to the Senate 
by the President. The memorandum describes the main features of 
the Indian tax system and explains the individual articles of the con- 
vention. We should like to request that it be included with the treaty 
itself in the printed report of your committee, so that it may become 
available to the general public. 

The CuatrMan. Does that complete your statement ? ’ 

Mr. GLASMANN. Yes, sir. 


(Mr. Glasmann’s prepared statement and the attached Treasury 
Department memorandum follow :) 


STATEMENT OF JAY W. GLASMANN, ASSISTANT TO THE SECRETARY OF THE 
TREASURY 


I am very glad to present to your committee the views of the Treasury De- 
partment in support of the income tax convention between the United States an? 
India which is now before you for consent to ratification. If approved by your 
committee and the Senate, this treaty will mark a significant advance in our tax 
treaty program and will provide an important impetus to reaching agreements 
with many of the less developed countries throughout the world. 

At the present time we have in effect treaties with 21 foreign countries for 
the avoidance of double taxation of income. In a number of instances there are 
also companion treaties with respect to estate tax or death duties. These treaties 
now involve principally the European countries and the countries in the British 
Commonwealth. 

In general the pending convention with India is similar to the conventions 
which the Senate previously has approved. However it does contain one major 
exception. I refer to the provision in the treaty that the United States will 
allow a credit for income taxes which India gives up in an effort to promote 
capital investment and economic development. The principle involved in this 
provision—which has come to be called “a credit for tax sparing”—has been 
advanced by the administration as a means of facilitating the movement of pri- 
vate capital to the less developed countries of the world. 

Before discussing this innovation, I would like to review briefly the direct 
and immediate advantages to both India and the United States and to citizens and 
corporations of this country investing in India from the inclusion. of the more 
customary provisions in the convention. 

The primary objective of our income tax conventions has been to eliminate 
double taxation and remove to the maximum feasible extent existing tax barriers 
to international trade, international investment, and international movement 
of personnel. 

PERMANENT ESTABLISHMENT 


International trade is fostered by the so-called permanent establishment pro- 
visions of our conventions. These provisions make it possible for an enterprise 
of one country to undertake the sale of goods in another country without incurring 
tax liability in that other country unless it has a permanent place of business 
there—a permanent establishment. Thus an American firm may send its salesmen 
for brief periods to a foreign country, or it may utilize local, independent sales 
firms to try to establish a market for its goods without having to be concerned 
about incurring a tax in that country. Ultimately, if the business warrants it and 
the company finds it profitable to establish a branch or permanent establishment 
in the foreign country, it would then become subject to tax. And in that case, 
the treaties provide that the tax imposed in the foreign country shall be based 
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upon the net profits of the permanent establishment. To help assure this, our 
treaties specify that in computing the profits of a permanent establishment al] 
costs, including overhead costs incurred outside the country, which are allocable 
to the operations of a permanent establishment shall be allowed as deductions 
in computing its taxable profits. 

The permanent establishment provisions of our treaties go further in the diree. 
tion of stimulating international trade by describing circumstances under which 
a business enterprise can operate without incurring tax liability. For example, 
if a U.S. enterprise establishes an office to engage in the purchase of goods ip 
a country with which we have a treaty, that office is not considered a permanent 
establishment and the American business would incur no tax liability in that 
country. 

These provisions are of particular importance in connection with the pending 
convention with India. The tax laws of India are so all-embracing that the 
establishment and maintenance of a continuing business relationship between an 
American manufacturing company and an Indian enterprise may give rise to q 
tax in India on the manufacturing profits of the American firm even though 
it conducts no business activity in India. This has been a very disturbing feature 
in the trade relations between India and the United States, but it would be 
eliminated to a large extent if the treaty now pending before your committee 
were approved. It should be noted that the language in this convention defining 
a permanent establishment is not quite as broad as the language to be found in 
most of our other treaties. However, in our view it represents an important 
step by India to promote trade with the United States. 


INVESTMENT INCOME 


To foster international investment, it is common for our tax conventions to 
contain reduced rates of tax on investment income, such as interest, dividends, 
and royalties, flowing from one country to recipients of the other. Most coun- 
tries impose a tax similar to our 30 percent withholding on income paid to 
a recipient abroad. Since such taxes are ordinarily imposed on gross income, 
there is a danger that they may be equivalent to substantially higher tax on 
the net income of the taxpayer. By treaty these withholding taxes are often 
reduced on a reciprocal basis to 15 percent and, in some instances, to 0. A redue- 
tion in the rate tends to produce an ultimate tax liability more consistent with 
a tax on net income. The convention with India does not contain a reduction 
in the taxes on these forms of income. The principal reason for this was that 
India took the view that it already was providing special tax incentives under 
its law to attract foreign capital. The revenue loss of general rate reductions for 
such income, when added to the revenue loss resulting from the special tax 
incentives offered by India, was too much for it to bear. 


CONTRIBUTIONS OF CAPITAL 


Nevertheless, the convention does contribute to an improved investment 
climate in that the Indians have agreed that contributions of capital by Ameri- 
can firms to the formation of new Indian enterprises will not give rise to any 
tax in India. 

TEACHERS, STUDENTS, ETC. 


The international movement of persons is promoted by provisions in income 
tax conventions which make it possible for teachers, students, and apprentices 
of one country to remain in the other country for temporary periods on a tax 
exempt basis in the host country. It is not uncommon to find that tax rates in 
other countries are substantially greater than our rates on incomes which are 
modest by our standards but which are very substantial when measured by 
foreign standards. The exemption provisions of the treaties thus help to pro 
mote the exchange of special groups of persons which both countries want to 
encourage. 

CREDIT FOR TAXES SPARED 


In the convention before your committee, the basic features of our existing 
tax treaties are supplemented by a credit for tax exemption or tax sparing. 
This is a novel feature which has aroused considerable interest. 

It was first considered by this committee in 1957 in connection with the it 
come tax convention with Pakistan. As you will recall, the tax incentives law 
in Pakistan expired before committee approval of that treaty. Consequently 
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INDIA TAX CONVENTION 15 


when your committee approved the Pakistan convention, it did so with a reser- 
yation on the tax-sparing credit provision. In reporting the treaty, however, 
this committee stated that its action with respect to the credit for tax exemp- 
tion was without prejudice to future consideration of the provision when it 
again comes before your committee. 

Under existing law a reduction in foreign tax as an incentive to induce new 
investment may result in a reduced foreign tax credit and in a commensurate 
increase in U.S. tax. The tax incentive measures of less developed countries 
may thus be made ineffective by the provisions of our own law. By giving 
recognition to such tax incentive laws, the tax treaty program may, within 
appropriate limitations, remove this consequence of existing law and help pro- 
mote a desirable tax climate in other ways. 

Our experience thus far indicates that this policy has stimulated great in- 
terest among the less developed countries in tax treaties to eliminate double 
taxation and other tax obstacles to international trade and investment. For 
example, in addition to the convention with India, there are tax treaties with 
two other countries approaching the point of signature which contain a credit 
for taxes spared. Negotiations are currently in an advanced stage with four 
other countries in Asia, Africa, and South America, and preliminary conver- 
sations have been held with several other countries. 

Before discussing the particular Indian tax incentive laws, I should like to 
sketch briefly the standards which we feel should be met by the tax incentive 
laws of a foreign country if wu are to give recognition to them in a treaty. 
First, there should be a willingness on the part of the other government to 
eliminate unnecessary and inequitable tax barriers to the flow of private invest- 
ment in accordance with sound rules of taxation, such as are generally em- 
bodied in our income tax convention. This would include agreement not to 
discriminate against American business enterprise. Second, the tax incentive 
law to which recognition is to be given should be available to investors from all 
countries so that maximum benefit will accrue to the economy of that country 
from the application of such legislation. Third, the tax incentives should be 
embodied in a law already in existence with a clear statement of the conditions 
and terms under which they are granted and with objective tests for granting 
or withholding the tax incentives. Fourth, the tax incentives should be for a 
limited duration of time and preferably limited in amount. Finally, the tax 
from which exemption is granted should be a genuine part of the country’s tax 
structure and not a tax created for the purpose of providing an exemption from 
it. 

Under Indian law, a corporation engaged in trade or business there is subject 
to a 45-percent tax—a 20-percent income tax and a 25-percent supertax. Divi- 
dends distributed by a corporation are also subject to tax in the hands of the 
recipient. The result of these provisions of Indian law is that when an American 
company establishes an Indian subsidiary to engage in business the aggregate 
Indian tax on distributed profits ranges from 56 to 70 percent, depending upon 
the type of investment. Thus Indian taxes are always higher than the tax 
applicable in the United States and in other capital exporting countries on income 
from Indian sources. 

To overcome what many regard as a tax obstacle to the flow of capital from 
abroad, the Indians have adopted various tax incentive measures. One of these 
is the development rebate (sec. 10(2) (vib) of the Indian Income Tax Act). This 
isa deduction from income of 25 percent of the cost of new plant and machinery, 
and is an addition to any depreciation deduction that would otherwise be al- 
lowed. In effect, Indian law permits deductions equal to 125 percent of the cost 
of depreciable plant and equipment. 

A second tax incentive measure (sec. 15C) provides that during the first 
Syears of a new industrial venture no income tax or supertax will be levied on 
the profits up to 6 percent of the invested capital. Moreover, the dividends paid 
out of such tax-exempt profits would in turn be exempt from tax. This incentive 
is granted to an enterprise employing 10 or more workers in a manufacturing 
venture carried on with the aid of mechanical power. A third incentive (sec. 
4(3) (xviib)) is the tax exemption granted to interest paid to a nonresident 
in connection with a loan granted to an Indian enterprise for the purchase of 
equipment abroad where the terms of the loans have been approved by the 
Indian Government. 

In the absence of a treaty provision which gives recognition in some manner to 
these tax inducements, the taxes thus given up by the Indian Government in the 
tase of American investors would, for the most part, sooner or later, be col- 
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lected by the United States. Under our law a company operating abroad through 
a branch or receiving dividends from a foreign subsidiary is allowed a credit 
against its U.S. tax liability for the income taxes imposed abroad on its foreign 
income. If the foreign taxes are reduced, irrespective of the reason for it, the 
amount of the tax credit is also reduced, and with the reduction in the amount 
of the credit, tax liability to the United States is increased. In other words, 
U.S. law now operates in such a fashion as to nullify the tax incentive offered 
by India where the business is conducted as a branch of an American company 
or to the extent that profits earned in India by a foreign subsidiary are dig. 
tributed to an American parent company. 

To offset this effect of existing law, the pending convention provides that de. 
spite the tax exemption granted by India, the credit against U.S. tax for Indian 
taxes will remain unchanged. The amount of tax credit that would be allowed 
would be the same as if no tax incentives were granted in India. 

In our view, the credit for taxes spared in treaties with the less developed 
countries is a reasonable ingredient in the tax system for coping with a problem 
which is of great importance and holds promise of promoting private investment 
abroad in these critical areas at a minimum cost for the results achieved. In 
assessing the desirability of this convention, we would urge you to keep in mind 
that the proposal to allow credit for taxes spared has generated an interest in 
our tax treaty program among many of the less developed countries of the world, 
We have hitherto met with relatively little success in negotiating tax agree. 
ments with these countries. However, in the credit for tax sparing, these 
countries see an opportunity to recapture for the welfare of their country through 
the promotion of investment considerably more than they may lose in revenue, 

I should like to stress that what we are bere proposing is not unique among 
the capital exporting countries. Since it was proposed by the United States in 
1954, the concept of allowing credit for tax exemption has attracted considerable 
attention among other capital exporting countries. The Federal Republic of 
Germany, for example, has already entered into a treaty with India which 
produces substantially the same result as this treaty. 

As the committee may recall from the hearings in connection with the conven- 
tion with Pakistan, the proposal to allow, with appropriate safeguards, a credit 
for taxes spared by less developed countries has been subject to some criticism. 
We have carefully considered the views that have been expressed in opposition 
to it. However, I should like to reemphasize that the main issue is whether 
treaties with less developed countries which contain a tax sparing provision 
can make a contribution in this Government’s efforts to promote the flow of 
American private capital to these important areas. The administration firmly 
believes that it can, and for this reason we urge early ratification of the tax 
treaty with India. 

Mr. Chairman, I should like also at this time to submit for the record a technical 
memorandum prepared by the Treasury which was intended to accompany the 
treaty when it was transmitted to the Senate by the President. The memorandum 
describes the main features of the Indian tax system and explains the individual 
articles of the convention. We should like to request that it be included with 
the treaty itself in the printed report of your committee, so that it may become 
available to the general public. 


TREASURY DEPARTMENT MEMORANDUM To ACCOMPANY INCOME TAx CONVENTION 
BETWEEN THE UNITED STATES AND INDIA 


In a press release issued July 18, 1958, the Treasury Department announced 
that discussions would be held with a delegation from India on an income tax 
convention, and invited suggestions and comments from the public. Discussions 
were subsequently held in Washington and New Delhi, and the accompanying 
income tax convention between India and the United States was prepared. 
Although similar in many respects to the U.S. income tax conventions with 21 
other countries now in effect, it has features that are not to be found in any 
of the others. 

The principal provision that marks the present convention apart is one which 
provides that the United States will give recognition to certain tax incentives 
offered by India to promote capital investment and economic development. The 
recognition would be in the form of a credit against the U.S. tax imposed on 
income derived by an American corporation from Indian sources for the tat 
reduction which India has granted under its incentive laws. In the absence of 
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such a provision, the credit allowed a U.S. corporation under existing law for 
the taxes paid to India would be reduced as the Indian tax is reduced and the 
company’s liability to the United States would be commensurately increased. 
This frustration or nullification, as it has been termed, of Indian tax concessions 
would be precluded by the credit article of the convention. 

A similar provision was included in the income tax convention with Pakistan 
put never became effective. In giving its consent to the ratification of that 
convention, the Senate entered a reservation with respect to the credit provision 
pecause the Pakistan tax incentive law had been permitted to expire a short 
time earlier thus making that provision of the convention moot. In commenting 
on its action, the Foreign Relations Committee of the Senate said it “wants 
to make it perfectly clear that this [the reservation] is without prejudice 
to future consideration of the matter in the event the Pakistani tax-waiver law 
is reenacted and the question again comes before the committee. There is no 
occasion for the Senate at this time to decide the question. The committee 
reserves complete freedom of decision for the future.” 


THE INDIAN INCOME TAX 


The Indian Income Tax Act, 1922, is the basic income tax law, which is 
supplemented by annual finance acts that commonly set the tax rates for the 
current fiscal year and otherwise modify the Income Tax Act. The Indian 
income tax derived its main outlines from the British law, so that different 
types of income are treated separately, each having deductions and allowances 
peculiar to the category in which it falls. Nevertheless the Indian law has 
developed independently in accordance with changing needs, and as a result of 
recent legislation, it more nearly approaches the United States than the British 
income tax in certain important respects. 

The Indian tax applies to the total income, including capital gains, derived by 
every resident individual and corporation. There are several alternative tests 
for determining whether an individual is resident in India during a taxable year. 
One turns on whether he has been physically present there for more than 182 
days. Another test is whether the individual maintains a dwelling in India 
for 182 days during the year and is physically present at any time during the 
year. A corporation is resident in India if (@) the control and management of 
its affairs is in India, or (b) if it is incorporated in India. A nonresident of 
India is subject to tax only on income from sources in India. 

The taxes on income include the income tax proper, a supertax (equivalent 
to the U.S. surtax) and a surcharge, which is a percentage of the income tax 
and supertax. Tax liability for 1 year is determined by reference to the income 
of the preceding accounting year. 

The income tax rates applicable to individuals for the current fiscal year range 
up to 25 percent on income above 25,000 rupees. The supertax is imposed at 
rates ranging up to 45 percent on income above 70,000 rupees. The taxes thus 
computed are subject to a 5-percent surcharge, so that the maximum combined 
tax rate is over 73 percent. 

The income tax on a corporation is at the rate of 30 percent plus a surcharge 
of 5 percent, making an effective rate of 31.5 percent. A corporation is also 
subject to a supertax at the basic rate of 50 percent, but this is sharply reduced 
by a system of rebates varying with the type of corporation, the nature of its 
income, and the extent to which profits are retained. For example, with respect 
to that part of the income of a corporation which represents dividends from 
another Indian corporation, the supertax is reduced from 50 to 10 percent. The 
supertax on trade or business profits is reduced to 20 percent in the case of an 
Indian, as contrasted with a foreign, corporation. Capital gains are exempt 
from supertax. The aggregate taxes on the business income of an ordinary 
Indian corporation thus come to 51.5 percent, excluding special taxes such as 
that on net wealth. If it is owned by an American corporation, the tax imposed 
on the dividends brings the aggregate up to about 58.5 percent. A foreign cor- 
poration operating in India through a branch is taxed at the rate of 61.5 percent, 
a its dividends paid out of Indian-source income are not subject to further 

Zz, 

Under existing law, which is in the process of change, the income tax on a cor- 
poration is deemed to be paid on behalf of the shareholder in the corporation 
and a credit is allowed against his tax liability for the income tax paid by the 


corporation. However, the supertax is not considered a tax on a shareholder 
and may not be claimed as a credit. 
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NONRESIDENT TAXPAYERS 


A nonresident individual receiving income from India is subject to income 
tax at the maximum rate, or 25 percent, and to supertax at the rate of 19 percent 
or, if higher, the rate which would apply if the recipient were a resident of 
India receiving the same aggregate income. However, a nonresident may elect, 
for his first taxable year, to be taxed at rates determined by reference to hig 
total income from all sources, including those outside India. This is designed 
as a relief measure for persons with relatively small incomes, but the election, 
once made, is binding for subsequent years. 

Since the corporate income tax is considered paid on behalf of a stockholder, 


the nonresident individual receiving dividends from an Indian corporation is in | 


practice subject only to the 19-percent supertax, which is withheld by the payer 
corporation. A nonresident corporation receiving dividends from an Indian cor. 
poration is also in effect subject only to supertax which, after giving effect to re 
bates, would ordinarily be 10 percent where there is a parent-subsidiary relation. 
ship between the recipient and payer corporation. If the nonresident foreign 
corporation has no controlling interest in the Indian corporation, the supertax is 
at the rate of 30 percent. 

To determine the aggregate Indian taxes on the income derived from an 
American investment in an Indian corporation, these rates on nonresidents can- 
not be added to the tax rates previously indicated as applying to an Indian cor. 
poration. Adjustment has to be made because dividend distributions are made 


out of income after tax and because a dividend is “grossed up” to include the in- | 
come tax that is considered to have been imposed on the shareholder rather 


than the corporation which paid it. With these adjustments, the total taxes on 
the profit received by an American corporation operating through an Indian 
subsidiary amount to 58.5 percent, unless excess dividends are paid, in which 
case the aggregate taxes may be somewhat higher. 


PROSPECTIVE REVISIONS 


The present tax treatment of corporate profits in India is in the process of 
fundamental change. From a system in which a corporation and its shareholders 
are regarded more or less as one taxpayer, it is being transformed into one 
where the corporation is considered a taxable entity separate and apart from its 


shareholders. This transformation is being achieved in two steps. For the | 
current tax year, 1959-60, the existing system is being retained insofar as a tax. | 
payer receives dividend income from prior years’ profits of a corporation. In | 


the taxable year 1960-61, however, the new system will be operative, and in 
anticipation of it, the prepayment of tax by a corporation on its current income 
and the withholding of tax on distributions out, of such income are at the rates 
which will be operative for the tax year beginning in 1960. 

The creation of two taxpayers where previously there was only one has in- 
volved a reshuffling of tax rates to some extent, but the main objective of the re 
vision is not an increase in revenue or a change in the distribution of tax 
burdens. It is rather a simplification of tax administration that is being sought. 
This is to be achieved not only by a severance of the tie between corporation and 
stockholder income tax liabilities, but by eliminating the wealth tax on corpora- 


tions and the varying supertax rebates with respect to excess dividend dis | 


tributions. 

When the revised system becomes fully effective, an Indian corporation will be 
subject to a 20-percent income tax and a 25-percent supertax, and the dividends 
paid out by the corporation will in turn be fully subject to tax in the hands of 
the shareholder. An individual shareholder will continue to be subject to the 
system of graduated rates but he will receive no credit for the corporate income 
tax. If the shareholder is an Indian corporation having only an investment 
interest in the company (no parent-subsidiary relationship), and if no special 
exemptions are applicable, the dividends will also be subject to the 20-percent in- 
come tax and the 25-percent supertax. If there is a parent-subsidiary relation- 
ship, however, the supertax will be reduced to 10 percent. This lower rate will 
apply without distinction as to whether the parent is a domestic or a foreign 
corporation. If the payer corporation qualifies as a firm engaged in a basic in- 
dustry under section 56A of the Indian Income Tax Act, then only the 20-percent 
income tax will be imposed on the dividends received by the corporate share 
holder. Thus in the ordinary case of an American corporation investing capital 
in an Indian corporation, over the longer run, and apart from the initial years 
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of its operation when tax incentive provisions may apply, the total Indian taxes 
imposed with respect to profits derived in India and received as dividends by 
the U.S. company will be 56, 61.5, or 69.75 percent, depending upon the extent 
of stock ownership and the nature of the Indian business. 

If an American firm invests in India by establishing a branch there, it will be 
subject to the 20-percent income tax and to a supertax of 48 percent, or a 
total tax of 63 percent, approximately the rate now paid by a foreign branch. 
The high rate of supertax on a foreign branch is designed to compensate for the 
fact that a tax is imposed at only one stage when a foreign corporation does 
pusiness in India through a branch. The dividends paid by such a corporation 
out of the profits of its Indian operations are not subject to Indian tax. 

In each of the cases mentioned, it is clear that the Indian tax rates are higher 
than those in the United States and, in the absence of mitigating factors, the 
full amount of U.S. tax on an American firm in business in India would be ab- 
sorbed by the credit for Indian tax. In each case, moreover, a reduction in the 
Indian tax would in the first instance redound to the benefit of the taxpayer be- 
cause it would not affect the amount of credit that would be available against 
U.S. tax until the Indian tax fell below the U.S. tax. Pointing out that the 
alternative use for U.S. capital, which India is seeking to attract, is not subject 
to such high tax rates elsewhere, the U.S. delegation sought to obtain a re- 
ciprocal reduction in tax rates on several types of income as many other tax 
conventions provide. However, the Indian delegation was unable to agree to 
such rate reductions, and stressed the various tax incentives which India has 
adopted on a unilateral basis. 

To be taxed as a corporate entity, a foreign enterprise must apply to the 
Central Board of Revenue and obtain a certification. Without such a certifica- 
tion, a corporation is taxable at the graduated rates that apply to individuals. 
This has been of concern to some U.S. interests seeking to promote investment in 
India, but assurances were given by the Indian authorities that the necessary 
certification to be taxed as a corporate entity is given routinely to an American 
corporation upon application. Nevertheless, they could not eliminate this 
procedural requirement by means of the convention. 


TAX INCENTIVES 


The effect of the tax rates previously described is substantially mitigated 
in the initial years of a business venture or its subsequent expansion, by 
several provisions of the Indian Income Tax Act to which recognition is given 
in this convention through the credit mechanism. 

The first of these is in section 10(2) (vib) of the act which provides for a 
“development rebate” of 25 percent of the cost of new machinery and plant. 
This is a deduction from taxable income in the year in which the new installa- 
tion is made and is in addition to any depreciation that would otherwise be 
allowed. If the income of one year is inadequate for the “development rebate” 
to be absorbed, it may be carried forward, like an ordinary business loss, for the 
following 8 years thus providing considerable assurance of full utilization of 
the special deduction. 

The second tax incentive measure is in section 15C of the act and provides 
during the first 5 years of a new industrial venture for suspension of the income 
tax and supertax on profits up to 6 percent of the capital invested in the enter- 
prise. Dividends paid out of such profits are also exempt from income tax and 
Supertax in the hands of the shareholder. To qualify for this exemption, a 
venture must be an industrial undertaking, employing at least 10 workers “in 
a manufacturing process carried on with the aid of power” or 20 workers if 
“carried on without the aid of power.” 

As explained below, the tax convention provides that a U.S. taxpayer may 
daim a credit against U.S. tax for the amount of Indian tax that, but for these 
provisions, would have been paid to India. 

Still another tax concession offered by India is the exemption from tax of in- 
terest derived by nonresidents in connection with debts incurred by an Indian in- 
dustrial enterprise for the purchase of plant and equipment abroad, provided 
the Indian Government has approved the terms of the loan or debt. This ex- 
emption, allowed under section 4 (xviib) of the Indian act, is recognized for 


the tax credit purposes only to a limited degree, as indicated below in the dis- 
cussion of article XII. 
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ARTICLE I—TAXES COVERED 


This article describes the taxes to be covered by the convention. The Indian 
Income Tax Act, 1922 (11 of 1922) is equivalent to the Internal Revenue Code 
and the references to income tax and supertax of India are equivalent to ref- 
erences to the Federal income tax and surtax of the United States. Under 
Indian law, an undistributed profits tax is also imposed, but it does not apply 
to a foreign corporation operating a branch in India nor does it apply to a 
publicly owned Indian corporation. A publicly owned corporation is one listed 
on a stock exchange, or owned by more than six persons. An Indian subsidiary 
of a publicly owned foreign corporation is considered to be a publicly owned 
corporation, 

ARTICLE II—DEFINITIONS 


The definitions in article II are, for the most part, similar to those included 
in other conventions to which the United States is a party. In the definition 
of a “resident of the United States,” a U.S. corporation that is “a resident of 
India” is excluded. However, this does not mean that a U.S. corporation doing 
business in India is excluded from the benefits of the convention. To be a resi- 
dent of India, it would have to be managed and controlled there, and that 
would generally not be true of a U.S. corporation. The definition is designed 
to deal with the technical problem that arises from the fact that under Indian 
law a corporation created under the laws of another country may nevertheless 
be considered an Indian corporation. 

The definition of “permanent establishment” in article II differs to some extent 
from the definition typically found in our tax treaties in being more restrictive, 
However, containing a substantial departure from the “business connection” 
doctrine of Indian law, it constitutes a concession by India. Under the business 
connection principle, India may impose a tax on a foreign enterprise even though 
it has no place of business in India and deals at arms’ length with Indian firms, 
A continuing business relationship between the foreign firm and the Indian firm 
may at present result in the imposition of a tax on the foreign firm. However, 
the definition of a permanent establishment in the convention precludes the 
imposition of a tax in these circumstances, unless the foreign enterprise has a 
permanent establishment in India or has an agent in India with a general 
authority to negotiate and enter into contracts or who habitually fills orders 
for the enterprise, or habitually obtains orders exclusively or, almost exclu- 
sively, for the foreign enterprise or for a group of related foreign enterprises, 
The last proviso dealing with exclusive representation was considered a reason- 
able expansion of the concept of permanent establishment in the light of all 
the factors involved. It is recognized that the concept of “almost exclusively” 
may produce disputes, but the language was designed to foreclose efforts to avoid 
the intent of the provision through token acts which do not in substance alter 
the “exclusive” nature of the relationship. 

The other provisions in article II are not significantly different from the 
typical definitions. 

The term “Central Government in the Ministry of Finance,’ found in para- 
graph (1)(n) of this article, is a technical term used in India with the same 
meaning that would be attached to “the Ministry of Finance of the Central 
Government,” 

ARTICLE III—PERMANENT ESTABLISHMENT 


This article provides that neither country will impose a tax on an enterprise 
of the other country unless that enterprise is engaged in a trade or business 
within its borders through a permanent establishment. If a permanent estab- 
lishment does exist, then tax will attach to the entire income of the enterprise 
from sources within the taxing country. In the determination of the profits 
of the permanent establishment, its dealings with the enterprise of which it 
is a part will be treated as if they were at arms’ length. Provision is also made 
for the deduction of overhead and general administrative expenses, wherever 
they may be incurred, in computing taxable income. The use of estimated 
profits in instances where a precise determination of profits is exceptionally 
difficult, which is provided for in this article, has previously been agreed to 
in other conventions. 
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ARTICLE IV—-RELATED ENTERPRISES 


With respect to transactions between related enterprises, such as a parent 
and subsidiary, this article provides that each country shall impose tax on the 
basis of income determined on an arms’ length basis. In other words, the 
principles of article III, which apply with respect to dealings between units of 
the same enterprise, are to be applied under article IV to separate but related 
enterprises. 

ARTICLE V—AIRCRAFT EXEMPTION 


This article provides for reciprocal exemption of profits derived from the 
operation of aircraft. Although an effort was made to obtain a similar exemp- 
tion with respect to the profits from shipping, it was found impossible to reach 
agreement on this point. 


ARTICLE VI—ROYALTIES AND TECHNICAL SERVICES 


The present Indian tax rate on royalties paid to an American licensor by an 
Indian licensee is 63 percent, which is withheld at source and constitutes an 
important barrier to licensing arrangements with U.S. firms. Although 
a determined effort was made to obtain a reduction in the rate, in accordance 
with arrangements under other conventions, the Indian delegation was unable 
to agree. However, there are prospects that a reduction in the tax on royalties 
may be adopted in the near future, which would be applicable to recipients in 
countries with which India has an income tax treaty. 

Nevertheless, agreement was reached with respect to income that is closely 
related to royalties for patents, know-how, ete.—income derived by an enter- 
prise of one country for technical services furnished to an enterprise of the 
other. It is the first such article in our tax conventions and is designed to 
preclude the imposition of tax on income for services which are rendered outside 
the taxing country. If an American firm supplies technical know-how to an 
Indian firm, no tax would be applicable in India except to the extent that the 
firm actually performs services in India. A distinction is thus drawn between 
income from technical services and income from royalties. If a licensing ar- 
rangement provides for technical services as well as the use of a patent, and 
separate royalties are paid for the technical services and the patent license, 
the amounts paid for the technical services would fall within the scope of article 
VI, while the balance would be subject to tax in India in accordance with the 
source rules of article XI. 


ARTICLE VII--GOVERNMENT SALARIES AND PENSIONS 


This article provides for the exemption by one government of salaries, wages, 
pensions, or annuities paid by the other government to its citizens who are in its 
employ. Similar provisions are found in other conventions. However, the 
article also contains a new provision to the effect that pensions paid by one 
government with respect to services rendered in the other country by residents 
of that country shall not be taxed by the first government if the earnings at the 
time of employment were not taxable by it. This provision in effect considers 
government pensions to be deferred wages and provides the same tax treatment 
to the pensions as the wages received. As a result of it, Indian nationals em- 
ployed by the American Embassy in New Delhi, for example, will be exempt from 
U.S. tax on the pensions paid to them after their retirement, just as they are now 
exempt from U.S. tax on the wages earned by them. 


ARTICLE VIII—BUSINESS VISITORS 


To help effectuate established policy to encourage the movement of technicians, 
businessmen and others between the two countries, article VIII contains a modi- 
fied version of the 180-day clause found in most other conventions. An individual 
who is resident in one country and spends no more than 6 months in the other 
country would be exempt from tax in the latter country on his income earned 
during that period. In addition to the more customary conditions, there is a 
requirement that compensation paid to such an individual shall not be deducted 
in computing the profits of an enterprise subject to tax in the host country. This 
proviso narrows the scope of the usual provision, but it is nevertheless considered 
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useful. Despite the restriction, an official of a U.S. company may visit India 
to inspect branch operations there or the operations of an Indian subsidiary 
without being subject to tax and without altering normal bookkeeping. To the 
extent that the official’s salary is included in the overhead costs of the home of- 
fice and is properly allocable to the operations of the branch in India, the dedue. 
tion of his earnings would be possible, and he would also be exempt from Indian 
tax. However, if a specific proportion of his salary, representing his stay in 
India, is charged to the operations of the Indian branch, then the exemption 
would not apply. 

This article also differs from that of other conventions by providing, for the 
first time, that the source of income for services rendered by the members of a 
crew of a ship or aircraft shall be allocable to the country where the enterprise 
itself is located. This should eliminate troublesome tax problems of crew mem.- 
bers of ships and aircraft. 


ARTICLE IX—-VISITING TEACHERS 


In accordance with long established policy, provision is made for the reciprocal 
exemption for a 2-year period of teachers of one country who visit the other 
solely to teach at the invitation of a recognized educational institution. This 
principle is also extended for the first time to research scholars at an educational 
institution. It has been found difficult to distinguish at times between teaching 
activities and research activities, since the two frequently are combined, with 
one predominating over the other. The exemption for research scholars is 
restricted to cases where the research is to be of general public benefit, either 
through publication of the results or otherwise made readily available to the gen- 
eral public. 

ARTICLE X——APPRENTICES, STUDENTS, AND GRANTEES 


Like the preceding one, this article is also designed to facilitate the movement 
of personnel between India and the United States. It provides special tax 
treatment for three groups of persons. In the first group are persons of one 
country who temporarily come to the other for the sole purpose of study, research, 
or business training. Exemption is extended by the host country to such per- 
sons on their remittances from abroad. The second group is comprised of per- 
sons of one country who come to work in the other for periods up to a year to 
acquire technical, professional, or business experience and exemption is granted 
them by the host country if their earnings do not exceed $5,000. The third group 
is comprised of individuals of one country who are temporarily present in the 
other under governmental sponsorship for trdining, research, or study, and 
exemption is granted to them by the host country if their earnings do not exceed 
$10,000. Provisions similar to these are to be found in the existing tax convention 
with Honduras. 

ARTICLE XI—SOURCE RULES 


This article contains rules for determining the source of various types of 
income. They are intended to indicate which country has the prior right to im- 
pose tax, for which the other country is expected to allow a credit against the 
tax it imposes on the same income. In general, these rules of source accord with 
those in the Internal Revenue Code and the regulations, and are the same as 
those included in the income tax conventions with Honduras and Japan. 

However, 4 new source rule dealing with capital gains in certain circun- 
stances has been inserted to deal with a special problem. Potential investors in 
India have been concerned that a tax applies under Indian law on capital gains 
when property other than cash is contributed to the capital of a newly created 
Indian corporation. For example, if the cost of equipment to an investor were 
$100 and its value had risen to $1,000 at the time of the formation of the Indian 
company to which the equipment is contributed in exchange for stock, the trans 
action might be considered to give rise to a capital gain of $900 which would be 
subject to Indian tax. To prevent such a result, paragraph (2) (g) of this article 
provides that capital gains, if any, arising from such a transaction would be 
treated as income in the country of which the contributor of the capital isa 
resident. This would effectively remove such transactions from the sweep of the 
Indian tax law. 
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ARTICLE XII-—TAX CREDIT PROVISIONS 


The customary provisions by which a credit is allowed by one country for the 
tax imposed in the other country on income having a source within it are con- 
tained in article XII. However, this article departs from past conventions in 
that it also provides for U.S. recognition of the tax incentive laws enacted by 
India to promote private investment. It provides that the United States will 
allow a credit for the amount of tax reduction that may accrue to a taxpayer 
under section 15(C) (the 5-year exemption provision), and section 10(2) (vi b) 
of the India Income Tax Act, which have previously been described. Since the 
benefit of these sections may accrue to a U.S. corporation operating either 
directly in India through a branch or indirectly through an Indian subsidiary 
corporation, the credit allowance is written so as to apply to both types of situa- 
tions. A subsidiary for this purpose is considered to be a corporation in which 
the U.S. company owns at least 10 percent of the voting stock. This follows the 
pattern in the Internal Revenue Code which allows a credit to a U.S. company 
for taxes imposed on a foreign corporation if it owns 10 percent of the stock in 
that foreign corporation. 

The article also provides for a credit, under certain limited circumstances, for 
the tax exemption granted by India to interest paid by an Indian borrower to a 
nonresident in connection with the importation of capital equipment from 
abroad. The credit provided by the convention in such cases is restricted to 
where the American corporation receiving the interest owns 10 percent or more 
of the Indian payer company. Where there are such close economic ties, profits 
may be withdrawn in the form of either interest or dividends and it was consid- 
ered appropriate that if credit for tax exemption is given to one form of profit 
withdrawal it may appropriately apply to the other. Although the Indian dele- 
gation strongly urged that the credit be given in all cases where the interest 
connected with the importation of capital goods was exempt from tax, this was 
rejected. 


ARTICLE XIII--TAX DEDUCTIONS NOT AFFECTED BY CONVENTION 


This is the usual article which assures that the treaty will not be construed 
to restrict any tax deductions, exemptions, or credits to which a taxpayer may 
be entitled under the laws of the country imposing tax. 


ARTICLE XIV-—-EXCHANGE OF INFORMATION 


This article contains the authorization for the exchange of information be- 
tween the tax authorities of the two countries to carry out the provisions of 
the convention. Any information that is exchanged is to be treated as secret, 
not to be disclosed to any but those concerned with the collection of tax. The 
laws of India appear to be as strict in respect to the disclosure of tax informa- 
tion as those of the United States. 

A new provision is included in this article under which there is to be an ex- 
change of information concerning modifications in tax laws. This is designed 
to assure up-to-date information on the tax laws of the respective countries. It 
also authorizes consultations for possible modifications in the treaty. 


ARTICLE XV-——TAXPAYER INITIATIVE 


As in other treaties, this article establishes a procedure for a taxpayer to 
bring to the attention of the appropriate authorities the possibility of double tax- 
ation occurring, contrary to the provisions of the convention, and authorizes the 
authorities of the two countries to try to reach an agreement to avoid such a 
result. 

ARTICLE XVI—NONDISCRIMINATION PROVISION 


This article provides that nationals of one country who are resident in the 
other shall receive the same tax treatment as the nationals of the host country. 
The language in this article is not as broad as that to be found in other treaties 
to which the United States is a party. However, the Indian delegation was not 
prepared to go beyond the scope indicated, primarily on the ground that while 
the basic laws of India prohibit discriminatory treatment of foreigners, there 
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were constitutional barriers against the National Government making a com. 
mitment that would be binding on the States. 


ARTICLE XVII-—-EFFECTIVE DATE 


This article provides that the treaty shall be applicable for taxable years be 
ginning on or after January 1 of the year in which ratifications are exchanged 
and that it shall remain in force for a minimum of 3 years. 


INVESTMENT GUARANTY PROGRAMS 


The Cuairman. Mr. Secretary, you mentioned at the beginning 
of your statement the favorable investment climate or unfavorable 
investment climate. 

While I think taxes are certainly important, is it not a fact that the 
fear of confiscation or expropriation on the part of these various for- 
eign countries is far more serious as a deterrent ¢ 

Mr. Dition. I would say that it is generally more important, but 
to stimulate private investment we feel that you have to move in every 
way possible, and certainly tax incentives are very important. 

As far as India is concerned, we have an investment guaranty 
agreement now with India which is fairly all-embracing, and that 
does cover the question of expropriation. 

The Cuamman. In how many countries do we have investment 
guaranty programs? 

Mr. Dutton. In various forms, about 40. 

The Coatrman. Do we have them with Mexico? 

Mr. Ditton. I would have to get that information for you. 

The CHarrman. What disturbs me a bit about it is our officially 
encouraging our private citizens to go into these countries, and then 
when they get into trouble due to discriminatory treatment after they 
are in, sometimes we seem to be reluctant to protect them. 

I am perfectly willing to encourage them through taxation or other- 
wise. 

On the other hand, if we are going to do that, I think we ought 
to be extremely careful in following through to protect them. 

Mr. Ditton. Yes. 


POSSIBLE EFFECT OF ADMINISTRATIVE ACTION BY FOREIGN COUNTRY 


The Cuarman. What I have in mind is a very well-known case 
just within the last few months in Mexico in which by a simple device 
of refusing to give what we would certainly consider in the business 
world a legitimate increase in their rates, a utility company was forced 
to sell. 

Since that happened, I have had come to my attention another case 
in which a company had been given contracts to develop resources. 
And as soon as one is successful, the Government just squeezes him 
out. 

They do not expropriate. They do not do anything, except refuse 
the ordinary administrative permission which is necessary. 

So we find ourselves, on the one hand, saying: “Go in and invest 

our money in our national interest.” On the other hand, they go in, 
in good faith, and if they are successful, they are taken over; in this 
case, not even by expropriation in the normal recognized sense. They 
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are just broken and destroyed by administrative action. It seems to 
me this is a very serious matter. 

I hate to take the responsibility of urging our people to put their 
money in a country and then have it go down the drain with our 
being unable to protect them. 

Mr. Ditton. That is just one of the reasons, Senator, why we favor 
the treaty approach in this tax-sparing arrangement, so that we can 
make these treaties with countries where we think that the general 
climate is favorable, and where they are doing everything they can to 
make a favorable climate for foreign private investment. 

We do not have an investment guaranty agreement on Mexico con- 
cerning expropriation, I am certain, because Mexico has always been 
very difficult, as you know, on this subject of expropriation, going 
back to the beginning of the centur vy: 

The Cuairman. ‘This is a refinement on expropriation. It is not 
expropriation. 

fr. Ditton. That is right. 

The Cuairman. If they moved in, condemned the property in a 
court and paid what a reasonable court says is compensation, at least 
that is more or less according to precedent. But, as I understand it, 
they do not do that. By these various devic es, on the one hand, they 
just refuse the procedure which is normal w ith every utility which we 
have every day in every one of our States; they just refuse to do it, 
and therefore it just squeezes them out. 

They just refuse administrative action. They do not expropriate. 
I do not know whether investment guaranty would apply to that. 
By extralegal means they are just squeezed out and I hate to encour- 
age people to go in, if the 'y are going to be treated in this way. 


THE CASE IN MEXICO 


Mr. Ditton. I think that is correct. In the case of Mexico, how- 
ever, there was also involved a question which has come up in many 
countries, including our own, of the difference of opinion between 
public and private power, electric power, and that was involved in 
this case. 

The Cuarrman. I do not quarrel with that if they say: “Yes, we 
want to own our own utilities and we will have an whibees condem- 
nation and we will pay you”; but the procedure followed is different 
from this thing. In effect, they break you by reducing the value and 
then forcing youto sell. That is a forced sale. 

It is not really expropriation, and I do not suppose a guaranty 
would apply. This calls only for diplomatic action. The only thing 
you and the Department could say is that the Government treat them 
properly, or that we are not going to encourage our people to go in. 

I understand around $150 ‘mmillion a year of private investment has 
been going into Mexico. If they do not appreciate that, then I think 
we ought to discourage it and say to our investors: “You should not 
invest unless you get what you would call reasonable treatment.” 

Mr. Dit1on. I would agree with that. 

The Cuamman. I just noticed this recently. I thought that 
Mexico, as one of our prize friends in this field, did appreci iate the vast 
amount of private investment, as well as publi ic. 
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The Export-Import Bank has loaned them $400 million and it js 
true they are in good shape and have paid back on schedule. 

But when you mentioned a favorable investment climate, it seems 
to me that this is almost fundamental. Then on top of that, if you 
get reasonably good tax treatment, why, you get a picture with an ex- 
cellent future. 

Mr. Druton. That is correct. 

Now, in India, which we are considering here, the Indian Govern- 
ment has taken very real steps to assure against expropriation or 
against this kind of attitude which happened in the case of Mexican 
Power Co. 

I would certainly agree with you about Mexico in this situation. 

The Cuarrman. I will yield to Senator Green. Do you have some 
questions ? 

STANDARDS FOR NEGOTIATING TAX TREATIES 


Senator Green. In general, do you have a standard form—I know 
the ultimate result is different in the different countries—but do you 
have a standard treaty form with which you begin and then modify? 

Mr. Ditton. Yes, Senator. The negotiation of these treaties is 
handled by expert teams which are headed by Treasury experts, and 
they start off with a more or less basic form which we try to achieve, 
However, each one is unique because the tax laws of each country that 
we are dealing with are different. The situation is different in each 
country. 

Senator Green. But they are substantially alike in form, then, when 
they are completed ? 

Mr. Dition. Yes, the newer ones. 

Senator Green. There are certain fundamental conditions that are 
in all of them ? 

Mr. Ditton. That we attempt to get into all of them, yes, sir. 

Senator Green. But no two are exactly alike? 

Mr, Ditton. That is correct. 

Senator Green. And how are they negotiated? I mean by that, 
Pee do you determine how far you will depart from the standard 

orm ¢ 

Mr. Ditton. They are negotiated, in general, by a team of negoti- 
ators headed by experts from the Department of the Treasury who 
negotiate in most cases in the foreign capital, and after this negotia- 
tion is completed, we get what benefits we can and we meet what we 
have to meet, what the other country desires. 

These treaties are then initialed. They come back to the Treasury 
Department here where they are gone over with great care to be 
sure that they are fair. 

And after final approval here, they are then signed formally, which 
does not occur at the time they are first negotiated. 

Senator Green. Do you have a standard form which you could 
submit to the committee, and one from which I understand you depart 
from time to time? 

Mr. Ditton. We only have about 21 of these treaties. We could 
submit them all. 





tre 


in 


ku 





aS —_ ~~! 


cr ow Vv 


ce wT OS 


a 





INDIA TAX CONVENTION 27 


INVESTMENT GUARANTY PROGRAM NOT APPLICABLE TO FOREIGN 
ADMINISTRATIVE ACTION 


The CHarrman. I should like to clarify a point. We do not havea 
treaty with Mexico. Do you think this treaty will enable you to— 
what shall I say—to influence the Government to give our private 
investors more equitable treatment ? 

Mr. Ditton. That is correct. 

The CuatrMAN. Your investment guaranty would not apply to the 
kind of case I am speaking of, would it? 

Mr. Dixon. No. 

The Cuarrman. The only way that can be handled is by diplomatic 
negotiations ? 

Mr. Ditton. That is correct. With Mexico we have a minimum of 
agreements on this subject of investment from abroad because the 
Mexicans traditionally do not like to make agreements. We do not 
have either a tax treaty or an investment guaranty agreement with 
Mexico. 

The Cuatrman. And yet it is one of the sources of a great invest- 
ment, is it not ? 

Mr. Ditton. That is correct. 

The CuarrMaNn. I think it is around $150 million. 

Mr. Ditton. As a matter of principle, with a few exceptions, the 
exceptions being land and this public power thing and the earlier 
exception of the oil business, the Mexicans have been relatively reason- 
able in their treatment of American investments so American business 
has decided that the chances for a profit were adequate for the risk 
involved, and they have gone ahead on a private basis. 


SITUATION IN CUBA 


The Cuatrman. You could have said that about Cuba about a year 
ago, could you not? 

Mr. Ditton. We certainly did. 

The Cuarrman. I am wondering whether the Cuban experience is 
inspiring some of their neighbors to do likewise. Do you think so? 

Mr. Ditton. I would think if the Cubans are successful in the long 
run, that it would have a very dangerous effect. 

The CuatrMan. That is what disturbs me about it. I have a letter 
here from Mr. William S. Swingle, president of the National Foreign 
Trade Council. He raises a question. Are you familiar with the ques- 
tion he raises, his objection to this treaty ? 

Mr. Dixon. I have not seen Mr. Swingle’s letter. 


PERMANENT ESTABLISHMENT CONCEPT 


The Cuatmrman. He says: 


While the Council favors the conclusion of a treaty with India, there are pro- 
visions in the proposed agreement that give serious concern to the Council. The 
most important of these provisions causing concern relate to the definition of 
the term “permanent establishment.” In the proposed agreement with India, 
the United States seems to have accepted a significantly broader concept of 
permanent establishment than in prior treaties. In the proposed agreement with 
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India (as in tax treaties generally), the concept of permanent establishment ig 
of key importance because India agrees not to levy income tax on U.S. enterprises 
which do not have a permanent establishment in India. 

The principal (though not the only) expansion of the concept of permanent 
establishment is: 

“Habitually securing orders shall be deemed to create a permanent establish- 
ment, provided that the presence in India of a person for not more than 3 
months for the purpose of securing orders ‘shall not be deemed to be habitually 
securing orders’ article II (1) (j) (dd)3.” 

They go on and propose that we offer a reservation to this treaty 
on this point. If you would care to read the whole letter, you may, 
But I wonder if that is enough to give you the thought as to what 
they have in mind ? 

Mr. Dutton. I would defer on the details to the representative from 
the Treasury Department and only comment that this was a subject 
of negotiation with India, and that the result is very greatly to our 
advantage compared to the present situation where there is no treaty 
at all, and where there are no rules at all on this permanent estab- 
lishment. 

So that even if the treaty is not as tight as we might have liked in 
that connection, it is a great advance over the situation that exists 
with no treaty at all, which is the alternative. 

As to the detailed differences—— 

The Cuarmman. I might just make it more specific. Mr. Swingle 
says: 

It is suggested that the Committee on Foreign Relations and the Senate give 
consideration to a reservation that would eliminate subpart 3 of article 
II (1) (j) (dd). 

Does that identify what he means, Mr. Glasmann? Are you fa- 
miliar with the objection of the Council ? 

Mr. GuasMANN. Yes. They point to the fact that the Indian treaty 
permanent establishment provision is not the same as in many of 
our other treaties. 

The Indians would not agree to our usual permanent establishment 
provision. As Under Secretary Dillon has indicated, however, they 
have moved a very great distance from this continuing business rela- 
tionship doctrine which they have where an American enterprise does 
not even have to have anyone present in India in order to be con- 
sidered taxable by India. 

The Cuamman. Now it would have to be there 3 months or longer 
to be permanent; is that right ? 

Mr. GutasMANnN. That would be right. 


INDIA TAX CONVENTION 


PERMANENT ESTABLISHMENT PROVISION NOT USED AS PRECEDENT 


The Cuarrman. What they are worried about, I think, is the prece- 
dent in other cases as to what permanent establishment is. 

Mr. GuAsMANN. Each of these are matters of negotiation. I think 
the Indian law in particular is so diametrically opposed to our own 
in this source of income concept that we feel this provision that is 
in the treaty is a very marked step forward. 

The Cuatrman. And it would not be used as a precedent ? 

Mr. GurasMANN. We would not so consider it. 
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The CuarrMan. Would it be proper for us in the report, assuming 
we vote on this, to say that we specifically do not regard this as a 
precedent for permanent establishment in any other circumstances ? 

Mr. GuasMANN. I would hope you might do that. 

The CHAIRMAN. You would recommend that? 

Mr. GLAsMANN. Yes. 

The Cuarrman. Mr. Swingle says later in the letter that, in any 
event, the Council recommends that this provision should not be con- 
sidered as creating a precedent. 

Mr. Ditton. That would be very helpful to us. 


GERMAN RESTRICTIONS ON IMPORTATION OF U.S. AGRICULTURAL 
COMMODITIES 


The Cuatrman. Before I leave this other subject, one other thing 
came to my attention in the last day or two with respect to Germany. 
By the manipulation of their foreign exchange regulations and alloca- 
tions—they certainly have no reason to limit their foreign exchange 
because they have an excess of foreign exchange, as you all know, even 
to the point of prepaying some of their debts and lending money to 
England—some of our industries, specifically the poultry industry, 
which is endeavoring to gain a market there, are simply limited or 
prevented from having an entry into the market. 

This is a case where our industries are perfectly willing to pay the 
tariff and other fees. There is a tariff of 15 percent and 4 percent and 
something else. But in addition to that, the Germans allocate so little 
and then parcel it out in such small amounts that no one can afford to 
buy a commercial amount. 

This, it seems to me, is extremely arbitrary, especially in view of the 
fact that we let Volkswagens come in here by the shipload: 

This irritates me—the fact that you don’t get any reciprocity be- 
tween the two countries. Here there is no question of ability to pay. 
It is just arbitrary internal regulations. 

Mr. Ditton. I can answer that. We get very real reciprocity from 
Germany. We have had some problems with Germany, as we have had 
with all European countries, on removing restrictions against U.S. 
imports, and because of German slowness in doing this—they had re- 
moved restrictions on all but about 5 percent of their imports—we took 
the matter a year ago to the GATT. As a result of hearings there, 
the Germans did agree to eliminate all future restrictions except on 
certain broad classes of agricultural products. This is being done over 
a 3-year period. One of the restrictions that will be removed is the 
restriction on the importation of poultry. 

The Cuarrman. When will it be removed ? 

5 rag Ditton. The date, I think, for that removal is a year from this 
uly 1. 

The Cuarrman. Why are they so slow on that? It is the one agri- 
cultural commodity I know of that sells on a competitive basis without 
any Government subsidy. I mean, every time you sell a bushel of 
wheat, it is 8 cents; and every time you sell a bale of cotton, it is $50 or 
something ; and yet, when there is one commodity in which case you do 
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not have to give them anything, they refuse to take it. This makes no 
sense to me. 

Mr. Dutton. I think it is perfectly simple. They are trying to 
build up a poultry industry in Germany. 

The CHarrman. I would hate to be forced to say we would do the 
same on Volkswagens because we want to try to reestablish Detroit, 

Mr. Ditton. However, we do do it on cheese. 

The Cuairman. Not with Germany. Switzerland is where we put 
a ration on it; the Swiss are much more fair. They do not do this, 
Swiss cheese was so much in the public eye and I tried my best to pre- 
vent our putting a ration on it when the bill was before us. 

I have tried to be a free trader so far as I can go, but this irritates 
me. This is not expropriation. It is not a tariff. I call it a rather 
devious internal administrative way of discriminating against our 
people. 

TRADE RESTRAINTS ON CERTAIN ITEMS 


Mr. Ditton. We have been continually pressing the Germans. As 
an indication of that, under the agreement which they had to make a 
year ago with the GATT—that would be liberated this year on the 
31st of December—they have already liberated 6 months ahead of the 
agreed date. 

The Cuairman. What is their excuse for it? They have no shortage 
of foreign exchange. They ceitainly have no shortage of dollars. 

Mr. Ditton. The excuse for it is the same as is ours: damage to their 
domestic industry, which is not a good excuse. 

The Cuarrman. I do not think they have a comparable industry, 
I was told just yesterday by representatives of the industry that the 
traders and the people want it very much. 

Mr. Ditton. That is correct. 

The Cuarrman. And it is acceptable and it is competitive. 

Mr. Ditton. That is correct. 

The Cuarrman. The thing that impresses me is that it applies to 
only one agricultural commodity I can think of offhand. 

Senatda Hicken Looper. Soybeans. 

The Cuarrman. Soybeans, too, mostly, though, in the raw stage. 
They like them only as beans; they do not want them as finished 
articles. 

But I must say it discourages me very much to hear about these 
instances when you are trying to promote trade, especially with a 
country that has no shortage of funds. I can sympathize with India 
or any of these others that have a deficit. 

Mr. Ditton. This is not a case of shortage of funds. It is just a 
case of agricultural protection and we have gotten them to agree to 
remove it a year from now. 

The Crarrman. Once again, the poor farmer gets it in the neck. I 
don’t like it at all. I am going to write you a letter about it. 

Senator Wir1aMs. Could it be that the Department has less inter- 
est in the agricultural commodities ? 

The Cuarrman. I think that is exactly right. There is no such al- 
location on a lot of hard — and other things, but poultry seems to 


be about the only commodity now that is under this kind of restraint. 
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GENERAL RESTRAINT ON FRUITS 


Mr. Ditton. No, we have another agricultural commodity that is 
under general restraint in many countries abroad, although the Ger- 
mans have moved a little faster than others, which is equally im- 

ortant or probably more important than poultry, and that is the 
whole broad range of fruits. 

The CuatrMan. Fresh fruits? 

Mr. Ditton. Fresh and canned both, and we are working very hard 
with all the European countries to get those liberalized, and with 
some hope of gradual success. We keep moving a little bit each year. 

Senator WitiiaMs. Suppose we held up some of the concessions; 
do you think there might be a little more rapid progress! 

Mr. Ditton. It is a question of what is considered to be a fair 
bargain. 

Sure, there might be more rapid progress, but most of these coun- 
tries of Europe have come from a very low degree of liberalization 
up to a point where it is 95 percent or more in practically all cases. 
Italy is the one lagging in general. 

The CuatrMAN. Mostly in agriculture? 

Mr. Ditton. Of course, in agriculture the general argument is that 
the United States is equally, if not more, protectionist than these other 
countries. 


GERMAN RESTRICTIONS ON IMPORTATION OF U.S. AGRICULTURAL 
COMMODITIES 


Senator Wixt1aMs. You indicated the reason that they postponed 
this liberalization to July of next year was that they wanted to develop 
an industry within Germany. 

I fail to reconcile that point with the fact that if they are develop- 
ing an industry in Germany, could they not relax these controls bet- 
ter this year before they get the industry fully developed than they 
can next year? 

Mr. Ditton. Apparently that was not the way their mind worked. 


They apparently thought their industry next year would be strong 
enough to—— 


The Cuarrman. Prevent any importation ? 

Mr. Ditton. No, to hold up to competition. I think that there 
will be substantial imports when that is relaxed. 

The CHartrman. It is very distressing to have that kind of inter- 
nal situation—the same as here. I would like to go much further on 
this, I think it is sound in theory if you have fair treatment. 

Mr. Diion, It is true, I think, to say objectively around the world 
that agricultural products are easel treated by all countries, in- 
cluding the United States, in a somewhat different category from 
manufactured products, and the restrictions are greater on agricul- 
tural products. 


Ae CHAIRMAN. Senator Hickenlooper, do you have some questions 
on this? 
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FLIGHT OF CAPITAL FROM THE UNITED STATES 


Senator HickenLoorer. What are these treaties going to do, Mr, 
Secretary, in the general field of the flight of capital from the United 
States and the creation of competition with American business 
abroad ? 

I mean, the more we encourage American capital to go abroad, the 
less of it we have to invest in local expansion. 

I have generally supported in the past favorable climates for Amer. 
ican capital investments abroad as a matter of helping in times of dis. 
tress where you are establishing permanent businesses, but will we not 
come to the time where they make it so attractive for American capital 
to go abroad that we will not have very much left here, or a reduced 
amount ? 

Mr. Dit1on. Senator, I think the answer to that is that it is ex. 
tremely unlikely. It is because there is such a lack of private invest- 
ment flowing into the less developed countries that it is our policy 
to pursue vigorously the negotiation of treaties with less developed 
countries where it is also our policy to help in their development, 
and where the Congress snail appropriates considerable sums of 
money fundamentally for that purpose. 

We think that this can be helpful and the strain on the Federal 
Treasury considerably lessened by stimulating private investment in 
those particular countries. 


The amount of capital that goes to those countries is very limited, | 


as I said earlier, to the whole of Asia and Africa. The actual out. 


flow has only averaged about $156 million, of which 60 percent has 
been over the last 5 or 6 years. 

That compares with a total of about a billion and a quarter dollars 
average of straight outflow of capital in these preceding years. So 
it is only about 15 percent, and the great part of that has been in oil, 

Now, the types of things that we are hoping they would be inter. 
ested in would be something like fertilizer in India. One of our 
chemical companies would put up a certain amount of funds for that, 
— in their know-how, join with the Indians in building a private 

ertilizer company in India, which would have no effect on business 
here in the United States. 

I do not think the amount of capital that would go for this sort 
of purpose would ever have any major effect on the amount of the 
availability of capital for investment here. 

Senator Hicken Looper. At the present time I think it is minimal 
all right, but by the same token it is entirely possible for the under- 
developed countries to develop these skills and so on, which are it 
direct competition with us. I just think a great many things that 
our people are now having manufactured in Belgium, Switzerland, 
and other places are being shipped back here under their own names, 
and it is having a very definite effect on our industrial development 
here. 

Mr. Ditxo0n. I certainly want to make it clear that it is not our pur- 
pose to promote the idea of American capital going abroad for the 
purpose of manufacturing over there for the primary purpose of 
selling back in the U.S. market. 
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Senator HickenLooper. Of course, there are reasons for that. One 
is that the wage scales are several times what they are abroad and if 
the scales are equal, they are going to do everything they can to meet 
that foreign competition in one way or another. 

Mr. Ditton. The type of things that the Indian Government is 
interested in in the way of fore eign investment is not that par- 
ticular type of thing. 

Also, in this treaty, as in our other treaties, in case this provision 
should not work we do have—in case conditions should totally change 
in the future so that there would be difficulties, there is a provision 
for abrogation of the agreement. 


EFFECT OF TREATY ON U.S. DOMESTIC LAWS 


Senator HickeNLoorer. With reference to the question that I asked 
a while ago on whether this treaty would prevent us from changing 
our laws, ‘T understand there is a definite agreement that the Indian 
Government will not alter its laws with respect to these matters if 
this treaty goes into effect. 

Mr. GuasMANN. The Indian Government would be able to alter its 
laws. We would just not give effect to the change for tax credit pur- 

s. It could increase the amount of taxes on American enterprises. 

Mr. Ditton. They could change their laws domestically but this 
would not affect our people, and, conversely, we agree that we will not 
take unilateral action to vitiate the treaty obligation which we under- 
take to allow this tax-sparing provision to operate. 

Senator HickeNLooper. Yes. 

I refer to the note attached to the treaty from the Ministry of Ex- 
ternal Affairs, New Delhi, on the 1st of April 1960, headed at the top, 
No. F54(13) AMS, to Ambassador Bunker, interpreting or setting out 
the views of India on this treaty. 

In the third paragraph of the last sentence, it says: 

However, it is also the understanding of the Government of India that, in 
agreeing to article XII, the United States Government undertakes not to adopt 
measures which would vitiate the basic principle of that article that credit shall 
be allowed against United States tax for tax imposed by India on income from 
sources in India. 

Now, what does that mean that we can do or cannot do? 

Mr. Ditton. That, I do not think, means anything. It does not add 
an iota to the provision in the treaty which, if it is ratified by the 
Senate, becomes the supreme law of the land. 

Senator Hickentoorer. I am not certain that it does not have 
something to do with the treaty. It is a document referring to the 
treaty. 

Mr. Ditton. What it states, Senator, is that the United States will 
not vitiate the principle of the article which is in the treaty, and the 
representative of the Treasury has some background on why the In- 
dians thought it was necessary to have such a letter, which ordinar ily 
would not seem to be necessary, because it could be assumed that once 
we adopt the treaty, we do not turn around immediately and vitiate 
it, 

Senator Hicken.oorer. It is an interpretive statement accompany- 
ing the treaty and it has been agreed to by Ambassador Bunker in a 
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letter of April 7, which is also attached to the message of the President | 


submitting the treaty ? 

Mr. Ditton. That is correct. 

Senator Hickren.oorer. I am just wondering as to the effect of 
that. 

Mr. GuasMANN. Senator, there are a number of our treaties among 
the 21 treaties now in effect that contain a specific reference to our 
Internal Revenue Code in the provision to prevent double taxation 
wherein we agree to allow a tax credit for taxes imposed upon Amer. 
ican enterprises in particular foreign countries. 

The provision in these treaties—and this is not the Indian treaty 
but our usual treaty—contains a specific reference to the Internal 
Revenue Code, for example, section 131 of the Internal Revenue Code 
of 1939, or the corresponding section in the 1954 Code. 





Recently the House Ways and Means Committee had hearings on | 


H.R. 10859 which is a bill that would provide for what is known ag 
the gross-up principle in connection with allowing tax credits with 
respect to dividends from foreign subsidiaries. 

In those hearings it was pointed out the provisions in the treaties 
that contain a specific reference to the Internal Revenue Code as of a 
specific date might have the effect of preventing a change in the code 
with respect to the foreign tax credit provisions. 

The Indian treaty does not contain such a provision. This lan- 
guage in the letter is merely referring to the fact that there is no such 
specific reference to the Internal Revenue Code as of a particular date, 
but pointing out that we will continue to allow, in accordance with our 
laws, a credit for foreign taxes paid by American enterprise. 

Senator Hicxenoorrr. Of course, I presume, if we have any treaty 
that would prevent alteration of our laws, under the theory that laws | 
should be of general application, that might affect every other coun- 
try in addition to the one making the treaty ? 

Mr. GuasMANN. The treaty, itself, does not prevent the U.S. Con- 
gress from changing the law. ‘The question comes as to whether a 
change in the law will violate a particular treaty provision. 

Senator Wiru1aMs. If I could interrupt, except at this point we 
could not repeal that portion of the treaty which gives credit for taxes 
that are not paid ? 

Mr. Ditton. That is right. 

Senator WituiaMs. To that extent, once we approve this treaty, we 
have canceled the right of the Congress to further amend our tax laws 
and, in effect, the taxes would apply to investment of American capital 
in India; is that not correct ? 

Mr. Ditton. That is correct, unless we wish to denounce the treaty. | 

Senator Witu1aMs. That is right, which we would not want to do. 

Mr. Ditton. We could. 


EFFECT OF TREATY ON RIGHTS OF STATES TO TAX 


Senator Hicxenvoorer. Now does this treaty have any effect on the 


rights of the States to tax ? 
n other words, an Indian corporation doing business in this cour 
try, I take it, has reciprocal rights ? 
r. GuasMANN. This only has to do with the taxes imposed by the 
Federal Government. 
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Senator Hicken oorer. I understand, but suppose some State wants 
to increase its taxes on corporations including Indian corporations 4 

Mr. Ditton. That does not apply in the letter that we have sent up. 

Tt is stated the agreement applies so far as U.S. taxes are concerned, 
only to the Federal income taxes including surtaxes. 

It does not apply to the imposition and collection of taxes by the 
several States and the District of Columbia. 


VIEWS ON URGENCY OF ACTION ON TREATY 


The CuarrMan. Gentlemen, I only remind you there are two more 
witnesses on this treaty. And I do not wish to cut off the discussion. 

I wonder, Mr. Secretary, if you expect us to pass on this treaty 
in this session, or in the next few days? Is there any great urgency 
about it? We only received it in May. I wonder what the attitude of 
the administration is? 

Mr. Ditton. We had very much hoped that it could be passed on 
favorably as soon as it was convenient for the Senate to act. I recog- 
nize that the press of business made this very difficult. 

The Cuarrman. Asa practical matter, not that I know of any objec- 
tion to it—I do not think I have any real objection to it—but I think 
there is a good deal of understanding to be achieved and I wondered 
if there is anything really urgent about it ? 

Mr. Ditton. I do not think, as far as I know—there is no specific 
investment opportunity which would fail because of failure to act on 
this treaty at this time rather than 7 or 8 months from now. 

The Cuamman. They are calling the calendar. Several of our 

ple are upstairs. They have to be up there because there are 
bills that they are either sponsors of or are involved in. 

We have got some more business this morning. We have Mr. 
Brown here, whom we wish to talk to as the nominee as new Ambassa- 
dor to Laos. 

Mr. Ditton. Who, incidentally, came from India and is well aware 
of the importance of this treaty. But I would say one thing: If there 
was the decision not to act, I think it should be made very clear to the 
Indians that this is a question of time. 

Senator Hickentoorer. Have the Indians adopted or ratified this 
treaty yet? 

Mr. Ditton. No, because under the Indian procedure they do not 
have to ratify by parliamentary action. Their final ratification is 
merely the signature by their President, and they have informed us 
that will take place as soon as the treaty has been ratified by the 
United States. 

PRECEDENT TREATY WOULD ESTABLISH 


Senator Witt1ams. Mr. Chairman, as one member of the committee, 
I would suggest that in view of the time that remains in this session, 
we just pass this over for consideration next year. 

I have several questions which are in my mind as to the advisability 
of entering into this field, and I do not think it is a question of what 
we do just with India. 

Once we establish this precedent, there are many other countries. 
I notice here that the Treasury Department states they are currently 
hegotiating with four countries in Asia, Africa, and South America, 
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and several other countries are also hoping, according to preliminary 
conversations; so what we are doing is establishing an entirely new 
precedent. 

As I understand it, once we approve this treaty, we as a Congress 
can no longer amend our tax laws or Revenue Code to cancel these 
arrangements which we have made. I think that before any action 
is taken concerning approval or rejection of this treaty, it is only a 
propriate that it be referred to the Ways and Means Committee, the 
Finance Committee, or the Joint Committee on Internal Revenue 
Taxation, for recommendation concerning what they feel. 

I know there are many members who have the feeling—and I am one 
of them—that perhaps we should give consideration, if we are going 
to enter into this field, to doing it by legislative process rather than by 
treaty, because if we do it legislatively and then Congress feels it is 
going too far in being abused, we can repeal the law. 

I do not like the idea that we can ratify a treaty and then, if we 

et tired of it, we can repudiate it. I believe once we sign a treaty, 
it is a sacred document. I think we should do it with full intentions 
of living up to it. 

The CHarrMan. We have sent a copy of this to Mr. Colin Stam, of 
the Joint Committee on Income Taxation, and asked their advice, but 
we have not yet received the report. I agree with you; I think we 
ought to have their report on it before we take final action. 

What I was trying to do was to facilitate this—and we have these 
other witnesses. Secretary Dillon, we have heard your statement 
and Mr. Glasmann’s statement. 

Maybe if we could hear the other two witnesses in a few minutes, 
it would leave us time then to do the other things which must be done, 
We have to hear Mr. Brown because he is here. I wondered if the 
other two witnesses who are here could make very short statements. 

Senator Lauscue. I would like to ask a question, Mr. Chairman. 

The CuarrMan. You understand this is not the end of this at all. 

Senator Lauscne. If you will permit me to ask one question. 

The Cuarrman. Certainly. 


BILL TO GIVE TAX EXEMPTIONS TO AMERICAN INVESTORS 


Senator Lauscur. Several weeks ago we passed a tax measure giv- 
ing tax exemptions to American investors in foreign countries on the 
theory that it will induce them to invest in underdeveloped countries. 
Are you familiar with that measure, Mr. Dillon? 

Mr. Ditton. I am familiar in general with the principle of that 
measure, yes. 

Senator Lauscuer. Is that not adequate to achieve the objectives 
which you have in mind in this treaty ? 

Mr. Ditxon. That would certainly help. I will tell you the great 
difference is that through this treaty, by making available this tax- 
sparing provision which the Indian Government feels will bring fur- 
ther capital into India, the Indians have been willing to enter into a 
rather broad tax treaty similar to our other treaties, which gives usa 
whole series of benefits that we would not get if we took unilateral 
action. 
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That is the question that has to be weighed that Senator Williams 
raised. If we do this by unilateral changing of our laws, we do have 
the right to reverse ourselves at any time. That is a real advantage. 

On the other hand, we could not expect to get the benefits of a 
bargain with the other country and get the other country to give us all 
the ‘benefits of a double-tax tre aty. 

Senator Lauscur. May I have Mr. Glasmann’s view on that? 

Mr. Guasmann. I wanted = say, Senator Lausche, I believe you 
may have reference to H.R. 

Senator Lauscure. We passed about 2 or 3 weeks ago a bill in which 
we gave tax benefits of about $30 million under the spurious claim, in 
my opinion, that it would induce American investors to settle in 
underdevel oped countries 

Senator Gore. He is referring to the tax averaging bill. 

Mr. GLasMANN. Yes. These are two bills. One is H.R. 5, which 
isnow pending before the Senate Finance Committee. It would allow 
deferral of tax of income earned in the less developed countries by 
certain domestic corporations, 

Senator Lauscue. We passed this bill. 

Mr. GLAsMANN. That one has not yet been considered by the Fi- 
nance Committee. I think the committee did have public hearings 
but. has not gone beyond that. 

The other, T believe, is FLR. 10087, which would provide for the 
use of either what is known as the overall limitation or the per country 
limitation in computing the foreign tax credit. I believe that probably 
is the bill that you have reference to. 

It has passed the House and has passed the Senate, with amendments, 
but has yet to go to conference. 

Senator Lavscur. You do not believe that that will solve this 
problem of inducing American investors to settle in underdeveloped 
countries ? 

Mr. GuasMANN. I believe the primary purpose of that bill was to 
make certain that American investors abroad did not pay more than 
52-percent tax on their foreign income viewed as one basket or as a 
whole. 

I do not think that it would have any significant effect upon getting 
investors into India, for example. 

Senator Lauscur. The argument was made, and primarily, that: it 
was needed to induce investors to go to underdeveloped countries, and I 
assume by that it included India. 

My position on that measure was that the argument was falsely made 
that it would induce American dollars to go into underdeveloped 
countries. 

Mr. GuasMANN. To the extent that the underdeveloped country— 
and India is one of them—has a tax rate that is higher than the U.S. 
tax rate, the advantage of being able to average that higher rate with 
a tax rate from another country that is lower might tend, certainly, 
to counterbalance the higher Indian tax rate, and thus provide some 
inducement. 

Senator Lauscue. The Treasury Department opposed that bill, did 
it not, the one of which I am speaking? 

Mr. Guasmann. We did not favor the Dill as passed by the House. 
A number of amendments added by the Senate Finance Committee 
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resulted in the Treasury not objecting to the bill as it came out of the 
Finance Committee. 
Senator Lauscue. I see. 
That is all I have. 
Senator Gore. Mr. Chairman, I would like to ask one question. 
The CuarrMan. Yes. 


RELATIONSHIP OF H.R. 10087 TO TAX-SPARING PROVISION 


Senator Gore. The bill to which Senator Lausche has referred had 
more for its purposes than that which you have stated, Mr. Glasmann, 
The averaging would not only in some cases perhaps prevent a for- 
eign corporation owned by US. citizens from paying more than 52 
percent, but it would also operate to permit them to pay less than 52 


percent in certain cases. The averaging principle was that which was | 


provided by the bill. 

Now I want to ask you particularly with reference to this treaty; 
Suppose that H.R. 10087 becomes law. The bill would permit a cor- 
poration to average its foreign taxes. Would it permit them to aver- 
age two countries, one of which required taxes and the other of which 
spared taxes? In other words, would there be an averaging between 
something and zero? 

Mr. GuasMaAnn. The bill in its present form probably would. Cer- 
tainly, in our judgment there would have to be an amendment to that 
particular provision of the law consistent with the amendment that 
we suggested before the Finance Committee which prevents the dif- 
ferential in tax on Western Hemisphere trade corporations from be- 
rng Soe to offset tax on foreign income from other sources. 

hat same type of amendment would have to be made, I would 
think, to prevent having spared taxes offset tax on income from other 
sources. That would be consistent with the amendments suggested 
by the Treasury before the Finance Committee on H.R. 10087. 

Senator Gore. Mr. Chairman, I suggest that this is further reason 
to question the advisability of taking such rigid action in tax matters 
asa treaty provides. That is all. 


COMMITTEE PROCEDURE 


The Cuarrman. I do not think we can possibly act on this treaty 
now. 

Senator Lauscue. I do not think so either at this time. 

The Cuarrman. That is right. I thought, since Mr. Shapiro and 
Mr. Sullivan were here, that they would like to make short statements 
so that their views would be in the record for the benefit of the 
staff and the committee. We undoubtedly will have to let this treaty 


o over, not because we want to turn it down, but because it needs fur- | 


ther study. Thank you, Mr. Secretary. We will have another hear- 
ing on this later. 
{r. Shapiro, would you care to make a short statement. 
Mr. Suariro. I will restrict myself to 3 minutes. 
The CHatrrMan. Just so we can get your points. We will get your 
oint of view and then you will probably have a further opportunity 
ater on. 
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Mr. Shapiro represents the American Merchant Marine Institute. 


STATEMENT OF ALVIN SHAPIRO, VICE PRESIDENT, AMERICAN 
MERCHANT MARINE INSTITUTE, INC. 


The CHatrMAN. We can put your prepared statement in the record 
and then you can just tell us very briefly what your point of view is. 


FAILURE TO INCLUDE SHIPPING INDUSTRY AS BENEFICIARY OF TREATY 


Mr. Sraprro. We are disappointed to note for the second time in 
the history of these valuable instruments there appears a glaring 
omission. In our agreement with Pakistan, ratified in July 1958, 
there initially appeared a failure for mutual exemption from the 
earnings from shipping. Again, there appears as in the case of the 
Pakistan convention a specific exemption from the earnings of air- 
craft but not shipping. 

Since these conventions are dedicated to stimulating international 
trade and investment, we are at a loss to understand and disheartened 
by the failure to include the shipping industry among all other Ameri- 
can businesses as beneficiaries of this double-taxation convention. 
Surely no American venture by its history, tradition, and daily ac- 
tivities can be considered more truly international than our American 
maritime industry. 

Why, then, the deprivation of this segment of American business 
from the privilege of this convention? Since the earnings of aircraft 
of both countries are exempt under the convention before you, there 
is placed on our shipping industry a discriminatory disadvantage; 
as we all know, shipping and aviation are in friendly competition for 
an overwhelming share of the international movement of passengers 
and high-value freight. 

It is quite clear that through the process of taxing a government 
may drive from its ports all but its national-flag vessels. Thusly, 
may a national fleet grow to artificial proportions destroying the true 
traditions of the freedom of entry not only for American ships but 
for ships of all nonnationals. We hope, of course, the Indian Gov- 
ernment has no such plan in mind, but we hasten to add that such a 
possibility does exist and we, therefore, cannot see why our Govern- 
ment concluded a treaty with this obvious deficiency. 


RATIFICATION OF TREATY RECOMMENDED 


There is, however, contained in the treaty many provisions of grave 
advantage and, therefore, we hope that it will be ratified with all 
possible dispatch. However, we urge that our Government imme- 
diately proceed to consult with the Government of India to make 
shipping of both countries entitled to the benefits contained herein. 
Moreover, our future negotiations with tax conventions will, we hope, 
be concluded in such fashion as to treat all American industries, in- 
cluding shipping, on the same basis. 

We feel very strongly, Mr. Chairman, that this cannot be accom- 
— unless it is the express desire of this committee. We have 

ad very unfortunate experiences with both the Treasury Department 
and the State Department in this particular area. 
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The Cuarrman. Thank you very much. 
REASONS WHY SHIPPING INDUSTRY NOT INCLUDED IN TREATY 


Senator Humpurey. I would like to know the reasons given, Mr, 
Shapiro, for this type of discriminatory treatment that you allege 

Mr. Suartro. Senator Humphrey, we have inquired, and all we are 
told—and this, I must say, is as exasperating as any other part of 
it—that the Indians did not want it and, therefore, we wanted the 
treaty, so we just forgot about the issue. 

Now, this is terribly unsatisfactory to us. We cannot understand 


it. 
Senator Sparkman. Is it not true that in 20 of the 21 treaties that 
have been negotiated, shipping was included ? 

Mr. Suarreo. That is right, like all other industries. 

Senator Sparkman. It was excluded only in Pakistan and now 
duplicated in the Indian one ? 

Mr. Suartro. And we are very fearful that a pattern is beginning, 

Senator Sparkman. I am sympathetic with your viewpoint, unless 
there are other competitive reasons. 
The Cuatrman. Thank you very much. 
(Mr. Shapiro’s prepared statement follows :) 


STATEMENT OF ALVIN SHAPIRO, VICE PRESIDENT, AMERICAN MERCHANT MARINE 
INSTITUTE, INC. 


My name is Alvin Shapiro. I am vice president of the American Merchant 
Marine Institute, Inc., the largest national association representing American 
shipowners and operators. Some of our member lines operate under subsidy 


and others do not. Together, they represent a substantial majority of our total : 


American-flag fleet of freighters, passenger ships, and tankers operating on all | 
four coasts of the United States in our domestic and foreign trades. 

The convention that is now pending before the committee is one between the 
Government of the United States and the Government of India for the avoidance | 
of double taxation with respect to taxes on income. In general, this convention 
follows the general pattern of the 21 earlier instruments for the avoidance of 
double taxation. They are designed to eliminate onerous burdens on individuals 
and minimize taxation obstacles, thus facilitating the international flow of trade 
and investment. 

The present convention contains customary provisions relating to personal 
service income, official salaries, pensions, annuities of individuals, and income 
from business and investment of the citizens of both countries. They naturally 
contain provisions concerning administrative procedures and the exchange of 
information by which effect is given to the convention. 

We are disappointed to note that for the second time in the history of these 
valuable instruments, there appears a glaring omission. In our agreement with 
Pakistan, ratified on July 9, 1958, there initially appeared a failure for mutual | 
exemption of the earnings from shipping. Yet, in the convention before you 
today, there appears, as was the case in the Pakistan convention, a specifi¢ 
mutual exemption from taxation for the earnings of aircraft. 

Since these conventions are dedicated to stimulating international trade and 
investment, we are at a loss to understand, and disheartened by the failure to 
include the shipping industry among all other American businesses as bene 
ficiaries of this double-taxation convention. Surely, no American venture by its 
history, tradition, and daily activity can be considered more truly international 
than the American maritime industry. 

Why, then, the deprivation of this segment of American business from th 
privilege of the double-taxation convention? Since the earnings of aircraft of 
both countries are exempt under the convention before you for consideration 
there is placed on our shipping industry a discriminatory disadvantage, as We 
all know shipping and aviation are in friendly competition for an overwhelming 
share of the international movement of passengers and high-value freight. 
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It is quite clear that through the process of taxing, a government may drive 
from its ports all but its national-flag vessels. Thusly may a national fleet grow 
to artificial proportions, destroying the true traditions of the freedom of port 
entry not only for ships of American flag but for all nonnational vessels. We 
hope, of course, that the Indian Government has no such design in mind. But, 
we hasten to add that such a possibility does exist, and we therefore cannot see 
why our Government concluded a treaty with this glaring deficiency. 

There is contained in the treaty, however, many provisions of mutual benefit 
to citizens of both countries, so that we recommend that it be ratified by our 
Government and put into effect with all possible dispatch. We urge, however, 
that our Government immediately proceed to consult with the Government of 
India to make shipping of both countries entitled to the benefits contained herein. 
Moreover, our future negotiations of tax conventions will, we hope, be concluded 
in such fashion as to treat all American industries, including shipping, on the 
same basis. 


The CHatrman. Mr. Sullivan represents the Pacific American 
Steamship Association. I assume you have somewhat the same point 
of view, Mr. Sullivan. 


STATEMENT OF J. MONROE SULLIVAN, VICE PRESIDENT, PACIFIC 
AMERICAN STEAMSHIP ASSOCIATION 


Mr. Sutxiivan. Yes, I do not think there is any point in reading 
our statement. We havea little more statistics. 

The Cuairman. We will put your statement in the record. The 
reporter will include it so that we can have your point of view. 

Would you care to volunteer anything additional ¢ 

Mr. Suuiivan. Only that we are just as frustrated as Mr. Shapiro 
in trying to find out why. They just ignore us. 

The CuarrMan. You feel the same way / 

Mr. Sunuivan. It is discrimination and it is bad business. 

The Cuarrman. Thank you very much. 


STATEMENT OF J. MONROE SULLIVAN, VICE PRESIDENT, PACIFIC AMERICAN STEAM- 
SHIP ASSOCIATION 


My name is J. Monroe Sullivan. I am vice president of Pacific American 
Steamship Association, a trade association representing a large majority of 
American-flag carriers serving world commerce from our Pacific coast. 

The Indian Tax Treaty currently being considered by this committee was 
negotiated to limit or eliminate double taxation and to promote international 
trade and economic growth. 

The reciprocal benefits of the Indian Tax Treaty are mutually desirable and 
ratification is supported by us, but with reservations. The record should show 
that ratification of the Indian Tax Treaty will, for the second time within 2 
years condone obvious discrimination against American-flag shipping and will 
be a radical departure from previously accepted reciprocal tax treaty concepts. 

Recent research of tax treaties between the United States and foreign gov- 
ernments (exhibit I) revealed that 20 out of 21 effective tax treaties provide 
steamship and aircraft exemption articles. The Pakistan Tax Treaty, ratified 
by the Senate with an effective date of January 1, 1959, is the only exception to 
the traditional practice of excluding both ships and aircraft from the provisions 
of reciprocal tax treaties. The Pakistan treaty excludes aircraft but not ships. 

A typical tax exclusion clause for water carriers is quoted below from 3008 
article V of the income tax treaty between Germany and the United States, signed 
July 22,1954: 

“Profits derived by an enterprise of one of the contracting states from the 
Operation of ships or aircraft, shall be exempt from tax by the other state.” 

The discrimination in the Indian Tax Treaty arises in article V: 

“Income derived by an enterprise of one of the territories from the operation 
of aircraft registered or documented in that territory shall not be taxed in the 
other territory.” 








42 INDIA TAX CONVENTION 


Where no specific exclusion exists, ships automatically become subject to taxa. 


tion under India tax laws on moneys earned in Indian ports and territorial waters | 


under the terms of the treaty now before this committee. 

In view of the many existing tax treaties which exempt ships and aircraft, 
we are deeply concerned that other nations will deem the India and Pakistap 
treaties as establishing a precedent which, if so construed, could be used ag q 
powerful weapon by foreign governments in future tax treaty negotiations, 

It may be well to note at this point that a tax treaty obviously transcends U.S, 
tax laws and that fact is so stated in sections 894 and 7852(d) of the Interna] 
Revenue Code, which provides that no sections of the IRC apply when contrary 
to treaty obligations of the United States. With limitations, tax credits are 
allowed by the Internal Revenue Service for the amount of taxes imposed by 
foreign countries and, therefore, it follows that taxes paid to the Government 
of Pakistan or India could result in an income tax loss to the United States, 

Foreign governments with merchant fleets of substantially smaller size, top. 
nage, and activity than the U.S. merchant fleet would probably benefit by not 
including ships within an exclusion article of a tax treaty. However, all nations 
that have tax treaties with the United States, with the exception of the United 
Kingdom, have active merchant fleets with less gross tonnage than the merchant 
fleet of the United States (exhibit IT). 

Australia, Belgium, Canada, Honduras, Ireland, New Zealand, Switzerland, 
and the Union of South Africa have fleets of registered vessels of less grogs 
tonnage than the Government of India, yet our tax treaties with each of these 
countries excludes both aircraft and ships. 

Briefly, the history leading up to the current status of the India Tax Treaty 
is as follows: 

In middle February 1959, an Indian Government official advised steamship 
companies that effective February 23, 1959, they would be required to pay to the 
Indian Government income tax on the seamen’s wages that had accrued since 
1922, and on wages which would accrue during the vessel’s stay in Indian ports 
or territorial waters. This request was made under the provisions of Indian 
Income Tax Act of 1922. Concurrent with this notification, tax teams were 
negotiating the United States/Indian Treaty now under consideration for ratifica- 
tion. This maneuver may have been made merely to give the Indian Tax Treaty 
negotiation team a superior bargaining power. Several communications from 
our State Department to the Government of India resulted in extensions of time 
for performance, and the treaty as now written contains an exemption for sea- 
men’s wages in article VIII (No.3). 

Pacific American Steamship Association is vigorously opposed to portions of 
both the Indian and Pakistan Treaties as now written, as they clearly discrimi 
nate against shipping. Our protest is passive now because of the seamen’s wage 
exemption article which is clearly desirable. Therefore, we will not actively 
protest Senate ratification. However, we contemplate proposing the eventual 
renegotiation of both the Pakistan and Indian treaties to include the exemption 
of ships. 

It is our understanding that a renegotiation of the Japanese Tax Treaty is 
being considered by our Government and that 15 other smaller nations may be 
involved in tax treaty negotiations with the United States in the near future 
We want to make it clear that we do not consider the tax treaty with India ani 
Pakistan as establishing any precedent wherein ships are not excluded from pro 
visions of the treaty as has been traditional and as is the case in the treaties with 
some 20 other nations with which we now have existing treaties. 

We urge that future tax treaty negotiations be considered on the basis of the 


firmly established principle of exemptions for shipping and that these conventions | 
only be ratified by the Senate of the United States when shipping is accorded | 


traditional and proper exclusion from tax obligations to foreign governments 
Thank you. 
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Exursit I.—LHffective U.S. taw treaties—Hazemptions for aircraft and ships 


a 





Country Aircraft Ships Country Aircraft Ships 
SR iinscnscascaccee Exempt.| Exempt. ME tiivtseieneiaten net Exempt. 
reli acta iam foxi Wa caucus Do. I a ieasiciw seiniamirticai tips Ae Oa Do. 
esa nenacconnas Ina Bees Do. Netherlands... -......- : a li Do. 
DRGs oi ac cbu fs. eeu Do. New Zealand-.--..--..--|--- i128 Do. 
EN Se ees er ee Do. WOR WAG ai sis csi s ceestaee OO wes Do. 
iainiielcmmey ine ee endl Do, ts ond orinenasteleve ices No exemption. 
i cnavonganeuanhese ns Do. Sweden_- Sat ceocac-a mance Exempt. 
Gos. cw dsewel aa tacs Disc Do. Switzerland. ._....---_|__- Gis. Do. 
es ch scuewaness}es a Othineas Do. Union of South Africa_..|-..do..... Do. 
TT, int a Do. United Kingdom..------ ppc acnia Do. 
Pi aenggacsecon onsen lowe kg Do. 





Source: Commerce “‘ Clearinghouse Reports, 1958’’. 


Exurit IIl.—Information from the U.S. Department of Commerce, Maritime 
Administration’s “The Handbook of Merchant Shipping Statistics Through 
1958”—Merchant fleets of the world as of Dec. 31,1958 


Gross tonnage, Gross tonnage, 
thousands thousands 
Country of registry: of tons Country of registry—Con. of tons 

United States............ 124, 247 TR .xnguinadcemianel 103 
NE a iccideisssaicepeene iitiennsied 536 ROR niesich ss cncctebenbeistiteascretnegcn 4, 775 
I a hsita nimcantayyieas atpeintain, emubbretion MMIII 1: scatnintinlnanmlincbhinngd 5, 282 
NI icid cn tntasiiieichnscactsiaival 615 Net ORI R IG i sticictatimmcccin 4, 140 
CN a aieetaabinh ach 253 INOW... OGIO TI ci nninipienesnwicn 218 
OI hao tarsi cctncninnnteanaetisesid 1, 924 OR vciniitncmitemmm bas 9, 503 
TN a cnctsiensieichintp eed 687 PRG a ercecenstindornnihnby rt 150 
incendie 4, 212 PI ite ceernieg daheneaeliite 3, 276 
Germany (West) -------- 3, 866 Sori G OER cs rncctpirenerctins 107 
NO a ndtaicraninccsnne tek ace Secntinl 1, 776 Union of South Africa.... 162 
ee re 174 United Kingdom____----. 18, 655 
TE i ass Uist hnetiinntalaletaeianiee 650 


1Includes reserve fleet (15,422 tons). 
Notr.—Figures rounded to nearest thousand. 


The Cuarrman. As you understand, we will not act on the treaty at 
this time. 

Gentlemen, without objection, then, this treaty will go over for 
further study. 


LETTERS SUBMITTED FOR THE RECORD 


Mr. Reporter, there are two letters—one from the National Foreign 
Trade Council, Inc., and one from the Aluminum Co. of America— 
bearing upon the treaty which will be made a part of the record. 

(The letters referred to follow :) 


NATIONAL ForREIGN TRADE CounctL, INc., 


New York, N.Y., June 14, 1960. 
Hon. J. W. FusricuHrt, 


Chairman, Committee on Foreign Relations, 
Senate of the United States, Washington, D.C. 


Dear Sir: We acknowledge your telegram stating that public hearings will be 
held on June 16, 1960, with respect to an agreement with India for avoidance of 
double taxation with respect to taxes on income, Executive H, 86th Congress, 
2d session, which has been referred to the Committee on Foreign Relations. It 
will not be feasible for a representative of the National Foreign Trade Council, 
Inc., to appear and present its views at the public hearings, but this letter states 
its views and it is requested that it be included in the official record. 
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National Foreign Trade Council, Inc., has for a great many years strongly sup- 
ported the tax treaty program of the United States, and has favored strengthen. 
ing existing agreements and consummation of new agreements. As part of this 
program, and because of India’s importance in the Asian economy, it is highly 
desirable that an agreement be reached with India for avoidance of double 
taxation. 

While the Council favors the conclusion of a treaty with India, there are pro- 
visions in the proposed agreement that give serious concern to the Council. The 
most. important of these provisions causing concern relate to the definition of 
the term “permanent establishment.” In the proposed agreement with India, 
the United States seems to have accepted a significantly broader concept of 
permanent establishment than in prior treaties. In the proposed agreement 
with India (as in tax treaties generally), the concept of permanent establishment 
is of key importance because India agrees not to levy income tax on U.S. enter. 
prises which do not have a permanent establishment in India. 

The principal (though not the only) ‘expansion of the concept of permanent 
establishment is: 

Habitually securing orders shall be deemed to create a permanent estab- 
lishment, provided that the presence in India of a person for not more than 
3 months for the purpose of securing orders “shall not be deemed to be 
habitually securing orders” (art. 11(1)(j) (dd)3). 

Under U.S. law income derived from such transactions would frequently haye 
a U.S. source. Under such circumstances, to the extent that India is permitted, 
by treaty, to levy income tax on such transactions, double taxation would result 
without any alleviation by the foreign tax credit. The provision with respect 
to habitually securing orders would be particularly onerous. This would seem 
to apply to subsidiaries as well as to individuals. 

It is suggested that the Committee on Foreign Relations and the Senate give 
consideration to a reservation that would eliminate subpart 8 of article 
II(1)(j)¢dd). In any event, it is recommended that this provision should not 
be considered as creating a precedent for other tax treaties whether now in ex- 
istence or hereafter to be negotiated. 

Other provisions of the proposed agreement with India are not entirely satis- 
factory. It is unfortunate that American-flag shipping does not receive the 
exemption granted aircraft in article V. A broader exemption of business 
visitors would be desirable, and particularly the elimination of subsection (c) 
of article VIII(2). A specific date (signature of the agreement) would probably 
be desirable in paragraph (1) of article XII. The absence of a restriction on 
Indian income tax on dividends from subsidiaries in India and the absence of 
appropriate provisions with respect to interest and royalties is regretted. 

The allowance of a U.S. foreign tax credit by article XII for certain income 
tax reductions granted by India is a desirable provision and in accordance with 
a policy advocated by the Council. 

The National Foreign Trade Council, Inc., recommends that the Senate con 
sent to the ratification of the agreement with India, but believes that the treaty 
would be improved if the reservation referred to above were incorporated in the 
agreement. 


Sincerely yours, 
WILLIAM S. SwINGLe, President. 


ALUMINUM Co. oF AMERICA, 
Pittsburgh, Pa., June 22, 1960. 
Hon. J. W. Fucsricut, 
Chairman, Committee on Foreign Relations, 
U.S. Senate, Washington, D.C. 

DeAR Mr. CHAIRMAN: I am writing on behalf of Aluminum Co, of America in 
support of the agreement with India for avoidance of double taxation with 
respect to taxes on income, signed in Washington on November 10, 1959, and sub 
mitted to the Senate on May 6, 1960 (commonly referred to as the “Double 
Taxation Convention with India” ). 

The survival of India as a free nation is of vital, perhaps decisive, concer 
to the United States and the Western World. To remain free, India must sue 
ceed in its bold and dramatic program to industrialize and to raise the standaré 
of living of its people. Unless this democratically governed program makes 
real strides, there will be tremendous pressures on the Government of India to 
adopt the authoritarian techniques used by her Communist neighbor to the north. 
Communist China can be counted upon to exploit these pressures to the fullest. 
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We therefore favor both the direct programs of the U.S. Government for eco- 
nomic assistance to India and all efforts being made by this Government to 
encourage private investment in India. The proposed Double Taxation Con- 
yention with India can, we believe, be a major impetus to increase private invest- 
ment by American companies in India. For this reason, it has our wholehearted 
support. : 

A great deal has been written and said about this double taxation convention. 
I do not propose in this letter to go into repetitious detail. However, I would 
like to emphasize particularly two provisions in the convention which, in our 
opinion, will be of particular value in encouraging American business to invest 
in India. 

The first and best known provision is, of course, article XII, the so-called 
tax-sparing provision in the convention, which is designed to make meaningful 
existing Indian tax incentives to new investment. Under present U.S. law, 
savings in Indian income taxes derived from Indian tax incentives provide no 
ultimate benefit to the U.S. taxpayer, since the credit allowed under existing 
U.S. law for taxes paid abroad decreases as the Indian tax decreases. Under 
the convention, however, the U.S. taxpayer is deemed to have paid certain 
Indian taxes which he would have paid but for the Indian law which reduced 
taxes to spur new investment. We think it worth noting that article XII of the 
convention takes a basically moderate approach to the problem of tax sparing 
in that it covers some, but not all, of the tax incentives now offered by the 
Indian Government to new investment, and explicitly excludes from coverage any 
future tax incentives which may be introduced in India. 

While the tax-sparing provisions of the convention have received the greatest 
publicity, there is an additional provision affecting taxation of new business 
investment which, in our opinion, may provide an equal and sometimes a greater 
incentive to U.S. private investment in India. I refer to paragraph (2) (g) of 
article XI, which provides that capital gains derived from any contribution of 
capital by a company in the United States toward the formation of a new busi- 
ness in India shall be treated as arising in the United States. Since Indian tax 
law does not include the concept of tax-free incorporation of a business, this 
technical provision can be of great significance to an American company con- 
templating a major contribution of capital at the time of setting up a new busi- 
ness in India. Without this provision in the convention, contributions of capital 
by an American company to a new Indian business would continue to be, as they 
are now, subject to very substantial rates of taxation in India. This would 
have the effect of increasing the initial cost of going into business in India 
and would tend to deter the flow of risk capital to India. 

Article XI(2)(g), of course, does not necessarily eliminate all taxation in 
India on the formation of a new company. It will still be necessary to decide 
whether a particular asset contributed to the new business in India constitutes 
capital under Indian law. If not, article XI(2)(g) will not protect that asset 
from Indian taxation. 

In summary, we believe ratification of the Double Taxation Convention with 
India will advance the interests and enhance the security of the United States 
by encouraging accelerated growth of the industrial base in India through in- 
creased participation by private American capital. Participation in the indus- 
trial development of India is perhaps the most concrete way we can manifest 
our support for the continued development and growth of India as a free society. 

Yours very truly, 

Leon BD. HicKMAN, 

Executive Vice President. 
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